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Marta T. Hetzer
Administrator/Owner
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INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME, BUSINESS ADDRESS AND TELEPHONE

NUMBER.

My name is David P. Stephenson. My business address is 303 H Street, Suite 250,

Chula Vista, California 91910. My telephone number is (619) 409-7700.

Q- BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am employed by American Water Works Service Company, Inc. ("Service

Company"), as the Director of Rates and Planning for American Water Works

Company, Inc.'s ("AWW") Western Region. The Western Region includes

AWW's water and wastewater utilities located in Arizona, California, Hawaii,

New Mexico and Texas, including Arizona-Amen'can Water Company ("Arizona-

American" or "Company"). I am also an Assistant Treasurer for Arizona

American.

I
I
I
I
I
I
I
I
I
I
I
I
I
I

PLEASE BRIEFLY OUTLINE YOUR RESPONSIBILITIES As THE

DIRECTOR OF RATES AND PLANNING.

I am responsible for directing preparation of all rate applications and various other

matters related to rates and charges for utility service with the public utility

commissions that regulate AWW's operating utilities in Arizona, California,

Hawaii, New Mexico and Texas. I am also responsible for overseeing other rate

related proceedings before these commissions such as acquisition and financing

applications.

DESCRIBE YOUR EDUCATIONAL BACKGROUND.

I received a Bachelor of Science in Business Administration, with emphasis in

Accounting, from San Diego State University in 1977.I
I HAVE YOU HAD ANY OTHER FORMAL TRAINING?

1 1.

2 Q.

3
4 A.

5

6
7 A.

8

9

10

11

12

13

14 Q.

15
16 A.

17

18

19

20

21

22 Q .

23 A.

24

25 Q.
26 A. Yes, I have attended many seminars on various aspects of the water industry and
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rate applications, including the National Association of Regulatory Utility

Commissioners (NARUC) biannual Utility Rate Seminar.

Q- PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE.

I have been employed by the American Water System since 1978. The various

positions I have held within the American Water System are: Accountant - 1978,

Accounting Superintendent for the Los Angeles Region - 1981, Assistant Director

of Accounting for the operating utilities in the Western Region - 1983, Assistant

Director of Rates and Revenues for the operating utilities in the Western Region -

1984, Director of Rates and Revenues for the operating utilities in the Western

Region - 1986, and Director of Rates and Planning for the operating utilities in the

Western Region since 2001.

Q- HAVE YOU HAD ANY OTHER PROFESSIONAL EXPERIENCES?

Yes, I served on the Accounting Committee of the California Water Association

and have been an instructor at the NARUC biannual Utility Rate Seminar on eight

occasions.

Q- HAVE YOU PREVIOUSLY

REGULATORY COMMISSIONS?

TESTIFIED BEFORE UTILITY

Yes, I have testified before the Arizona Corporation Commission ("Commission")

in rate and acquisition proceedings for Arizona-American, before the California

Public Utilities Commission on many occasions for all of the California-American

Water Company systems, and before the New Mexico Public Regulation

Commission in many types of proceedings on behalf of New Mexico-American

Water Company.

1

2

3

4 A .

5

6

7

8

9

10

11

12

13 A .

14

15

16

17

18 A.

19

20

21

22

23

24

25

26

11.

Q-

PURPOSE OF TESTIMONY, SUMMARY AND CONCLUSIONS

WHAT is THE PURPOSE OF YOUR TESTIMONY IN THIS

PROCEEDING?

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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The purposes of my testimony are to: (1) identify and explain the Company's rate

filing, (2) provide background concerning the purchase of the former Citizens

Communications' water and wastewater utility assets in Arizona ("Citizens'

Assets") by Arizona-American (the Citizens' Acquisition), (3) explain and support

various adjustments made to the test period actual results, (4) explain and support

all components of the capital structure except for cost of equity, and (5) to discuss

the specific requirements set forth in Decision 63584 (April 24, 2001), which

authorized Arizona-American to purchase the Citizens' Assets ("Acquisition

Decision").

I Q. WHAT DO YOU MEAN THE "COMPANY'S RATE FILING"?

I
I

I mean the five (5) separate applications for rate relief being filed with the

Commission in 2002. This filing follows our efforts to detennine the best

approach to file rate applications for a substantial number of systems in a manner

that would make the most sense for both public presentation and ease of handling

for the Commission's Utilities Division Staff ("Staf f ').I
I

Q- YOU ALSO USED THE TERM "SYSTEM." ARE YOU REFERRING TO

"SYSTEM" IN A LEGAL OR OTHER SPECIFIC SENSE?

I
I
I
|
I

1 A .

2

3

4

5

6

7

8

9

10

11 A .

12

13

14

15

16

17

18 A.

19

20

21

22

23

24

25

26

No, I am using the term "system" in a more general sense. By way of background,

as I mentioned earlier, Arizona-American acquired all of the water and wastewater

assets of  Cit izens in Arizona in a transaction that closed earlier this year.

Previously, Citizens' Assets were under a different ownership structure with a

number of separate corporate entities, such as Sun City Water Company, Sun City

W est Uti l i t ies Company or the Agua Fria W ater Division of Ci t izens

Communications Company, for example. However, Arizona-American acquired

only the assets .-- not the stock. Therefore, the assets were removed from separate

ownership and now all fall under the ownership umbrella of Arizona-American.

I FENNEMORE CRAIG
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I
I
I HOW DOES ARIZONA-AMERICAN REFER TO THESE SEPARATE

GROUPS OF ASSETS INTERNALLY?

I
I
I
I area"

I
I

Generally we use the tern "distn'ct" to refer to a separate area within Arizona-

American where, for accounting purposes, we individually account for revenues

and expenses, and maintain separate balance sheets. These areas generally

coincide with areas where the same tariffs apply and in that sense, a district could

be identified as a "tariffed area." Of course, reference to the "Tubac water tariffed

or the "Sun City West water tariffed area" would be awkward, and for

purposes of the Company's rate filing, we basically use the terms "district" or

"system" interchangeably and neither is intended to denote the actual name of any

particular corporate entity or to designate an operational or other system as such

tern is used by ADEQ or any other regulatory agency to identify water or

wastewater systems in Arizona.I
I
I

THANK YOU MR. STEPHENSON. WOULD YOU PLEASE CONTINUE

WITH YOUR DISCUSSION OF HOW THE COMPANY ULTIMATELY

DECIDED THE BEST WAY TO ORGANIZE THE COMPANY'S RATE

FILING?

I
I
I
I
I

1 Q.

2

3 A.

4

5

6

7

8

9

10

11

12

13

14 Q-

15

16

17

18 A.

19

20

21

22

23

24

25

26

Certainly, again from a public perspective, it was determined that it made sense to

file separate applications for the Sun City and Sun City West districts. These four

districts, two water and two wastewater systems, are relatively large in size and

have certain unique characteristics and circumstances that distinguish them from

the other Arizona systems. The third application consists of two water systems in

Mohave County, the Mohave water district, which provides water service in the

vicinity of Bullhead City, and the Havasu water district, which provides service

near Lake Havasu City. These systems are close together and operated by

essentially the same Company personnel. The fourth application being filed is the
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I
I
I
I
I
I
I

combination of Agua Fria water district and the water and wastewater systems

serving the Anthem development in Maricopa County. These utility systems

primarily serve recent developments and have very similar operating procedures.

The final application is for the small Class C water system known as the Tubac

water district in Santa Cruz County. This system is distinctive based on its small

size, limited revenues and location. Again, for convenience, I will sometimes refer

to the five applications as the Company's rate filing. And, again, I want to

emphasize that the terms "system" and "district" should be considered synonymous

throughout the Company's rate filing.

I Q- ALL OF THESE DISTRICTS OR SYSTEMS ARE PART OF THE

CITIZENS' ACQUISITION, CORRECT?I
I
I
I
I
I

That is correct. I should also note that none of the former Citizens' systems have

received any recent rate increases. Citizens Agua Fria Water Division, Sun City

Water Company, Sun City Sewer Company, Sun City West Utilities Company and

Tubac Valley Water Company last rate order was issued in May 1997 based on test

years ending March 31, 1995. Decision No. 60172 (May 7, 1997).1 Citizens

Mohave Water and Wastewater Divisions last received rate increases in February

1990, based on test years ending March 31, 1988. Decision No. 56806 (Feb. l,

1990). Likewise, Havasu Water Company last received rate increases in February

1992, based on a test year ending December 31, 1990. Decision No. 57743 (Feb.

21, 1992). It appears that once Citizens decided to sell its water and wastewater

I systems in 1999, it elected not to seek rate increases and, in some cases, to accept

operating losses. This situation has caused Arizona-American to seek rate

I
I

1

2

3

4

5

6

7

8

9

10

11

12 A .

13

14

15

16

17

18

19

20

21

22

23

24

25

26

1 In Decision No. 60172, rates for Sun Cit Water Company and Sun City West Utilities'
rates for water service were actually red/uced. I
Utilities' rates for both water and wastewater service were reduced in the poor rate
proceeding, as were Sun City Water Colnpany's rates. Decision No. 55488 (March 17,
1987).

also understand the Sun City West
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I
I
I increases more quickly than it anticipated. However, a delay in obtaining rate

increases and correcting these systems' aneinic earnings would be harmful to the

Company and, ultimately, to its customers.

Q~ WHAT ARE YOUR OVERALL RESPONSIBILITIES IN THIS CASE?

I have been responsible for the coordination and supervision of all of the rate case

applications discussed including, among other things, selecting the test period and

the pro-forma time period for various adjustments, and determining what

adjustments need to included in the filing.

WHAT TEST PERIOD DID YOU DETERMINE WAS APPROPRIATE IN

THIS CASE?

I determined, for ease of presentation, that the period ending December 31, 2001,

should be used as the test period for the Company's rate filing. This period closely

is aligned with the purchase of the Citizens' Assets by Arizona-American, which

transaction closed on January 15, 2002.

Q- DID ARIZONA-AMERICAN OWN THE CITIZENS' ASSETS, GR HAVE

ANY RESPONSIBILITY FOR THE OPERATING EXPENSES OR THE

PROVISION OF SERVICE DURING THE TEST PERIOD FOR THE

SYSTEMS THAT ARE THE SUBJECT OF THE COMPANY'S RATE

FILING?

No. As I stated, the purchase of the Citizens' Assets was not completed until

January 15, 2002, on which date Arizona-American assumed operational control

and responsibility for the Citizens' Assets.

1

2

3

4

5 A .

6

7

8

9 Q.

10

11 A .

12

13

14

15

16

17

18

19

20 A.

21

22

23

24

25

26

Q- SINCE ARIZONA-AMERICAN DID NOT OWN AND OPERATE THE

CITIZENS' ASSETS AND DID NOT HAVE ANY OPERATING

RESPONSIBILITY FOR THE WATER AND WASTEWATER UTILITY

OPERATIONS IN 2001, HOW DOES THE COMPANY JUSTIFY FILING A

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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I
I RATE APPLICATION WITH A TEST PERIOD ENDING PRIOR TO THE

COMPLETIUN OF THE PURCHASE?

I
|
I
I

The recorded operating expenses directly incurred by each district basically remain

unchanged following the acquisition. Further, the Commission ordered Citizens to

maintain its books and records for a period of 5 years following the closing. It is

relatively simple to remove the management and services costs allocated to each of

the operating systems by Citizens from the normally-incurred direct operating

expenses of these systems, Likewise, it is relatively simple to add in the expected

Service Company charges from AWW applicable to Arizona-American.

I Q- WHAT PRO FORMA TIME PERIOD HAVE YOU USED FOR EXPENSE

AND PLANT ESTIMATIONS IN THIS CASE?I
I

I am recommending that such adjustments, all of which will be detailed further in

the various witnesses' direct testimonies, go no further into the future than end of

year 2002. This will provide ample time for Staff to review and analyze these

adjustments prior to providing their recommendations in Staffs direct tiling.I
Q- ARE THERE PRO FORMA ADJUSTMENTS FOR PLANT ADDITIONS?

I
I
I

Yes, we have estimated the non-revenue generating plant additions that will be

completed and placed in service by the end of 2002, and have included pro forma

adjustments that include those additions in utility plant in service. This is

consistent with Commission Decision No. 61831 (July 20, 1999) related to the

Paradise Valley water district, wherein the Commission ordered the Company to

limit pro forma plant additions to those plant items that are used and useful and in

service 90 days after the application is deemed sufficient. The December 31, 2002

cut-off date proposed by Arizona-American in this case is well within the 90-day

deadline established by the Commission.

1

2

3 A .

4

5

6

7

8

9

10

11

12 A .

13

14

15

16

17 A .

18

19

20

21

22

23

24

25

26 Q, HOW ARE PRO FORMA ADJUSTMENTS DETERMINED FOR
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I
I OPERATING EXPENSES?

I

Pro forma adjustments for operating expenses are based on known and measurable

changes that have or will occur up until the time each rate application is filed to

develop a normal 12-month period of operations. This is consistent with A.A.C.

R14-2-103(i).

I III. ACQUISITION OF THE WATER AND WASTEWATER ASSETS OF
CITIZENS UTILITIES OF ARIZONA

I Q, WOULD YOU PLEASE BRIEFLY DESCRIBE THE CITIZENS'

ACQUISITION?

I
I

I
I
I

1

2 A.

3

4

5

6

7

8

9

10 A .

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

By way of background, Arizona-American has owned and operated a water utility

system in Arizona, which was fonnerly known as Paradise Valley Water Company,

since the late 1960s. The Paradise Valley water district is relatively small, and

currently furnishes service to approximately 5,000 customers. Sometime in 1998

or 1999, Citizens Communications Company (formerly Citizens Utility Company)

decided to focus its business activities in the telecommunications area, and elected

to sell its water and wastewater assets, which were located in six states including

Arizona. Arizona-American's parent company, AWW, which is the largest

privately-owned water utility system in the United States and whose business

activities focus on water and wastewater, entered into negotiations with Citizens.

Ultimately, on October 15, 1999, Citizens, Arizona-American and AWW entered

into an agreement under which Arizona-American agreed to purchase the Citizens '

Assets, which included all of the water and wastewater systems and assets in

Arizona.

Citizens and its various Arizona water and wastewater subsidiaries, along

with Arizona-American, filed an application on March 24, 2000, seeking approval

of the transfer of the Citizens' Assets to Arizona-American in Docket Nos. W-

I FENNEMORE CRAIG
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I

I

01032A-00-0192, et. seq. Later that same year, Arizona-American filed a separate

application in Docket No. W-01303A-00-0929 seeking authority to issue certain

promissory notes and other evidence of indebtedness and to assume certain

industrial development revenue bonds in connection with financing the purchase

of the Citizens' Assets. Following notice and a public hearing, the Commission

ultimately approved the transfer of the Citizens' Assets in the Acquisition

Decision. Attached to the Acquisition Decision and incorporated therein in the

second ordering paragraph, was a settlement agreement setting forth specific terns

and conditions agreed to by Staff and the Company. These terns and conditions

settled one ratemaking issue and set forth deadlines, procedures and f iling

requirements that Arizona-American is to follow in future rate proceedings. TheI

2.

I
I
I
I

terms and conditions are as follows:

1. The ratemaking treatment of the of the acquisition adjustment, deferred taxes,

excess deferred taxes and the investment tax credit will be deferred until a

future rate case proceeding.

The decision to allow recovery of the acquisition adjustment must be based

on Arizona-American's ability to demonstrate that clear, quantifiable and

substantial net benefits have been realized by ratepayers, which would not

have been realized had the transaction not occurred

The 13 months3. after the closing of the

complaints received by the

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

4.

Company must file a report

transaction, comparing the number of

Commission prior to and after the transaction.

The adjusted AIAC balance not transferred to Arizona-American as part of

the transaction will be imputed ratably into rate base over a 6.5 year period.

The balance will be ratably reduced over the 6.5 years utilizing a levelized

monthly below the line amortization.
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A copy of the Acquisition Decision is attached hereto as Stephenson Dir. Exh. 1.

Later in 2001, the Commission issued Decision No. 64002 (Aug. 30, 2001)

authorizing the debt financing for the purchase of the Citizens' Assets. In

summary, the Commission authorized Arizona-American to issue promissory notes

and other evidence of indebtedness in an amount not to exceed $180 million and to

issue a promissory note reflecting the obligation associated with assuming

Citizens' industrial development revenue bonds in the amount of $10,635,000.

The balance of the purchase price was financed by an infusion of additional paid in

equity capital from AWW. In Decision No. 64002, the Commission ordered

Arizona-American to increase its equity by at least $0.69 for each dollar of

acquisition in order to maintain a reasonably balanced capital structure.

1

2

3

4

5

6

7

8

9

10

11

12

13

14 A.

15

16

17

18

19

20

21

22

23

24

25

26

Q, WHEN DID ARIZONA-AMERICAN FINALIZE THE PURCHASE OF THE

CITIZENS' ASSETS?

The transaction was finalized on January 15, 2002, the date title to all Of the

Citizens' Assets was transferred to Arizona-American. All of the service provision

responsibilities were also transferred to Arizona-American on that date. The final

Citizens' Asset purchase price was approximately $276,500,000, and included an

initial book acquisition adjustment of approximately $7l,l00,000. As Explained

in the Direct Testimony of Mr. Joseph Hartnett, appended as Exhibit C to the Joint

Application for Authority to Transfer Assets and Related Approvals in Docket

Nos. W-01032A-00-0192, gt seq., the purchase for the Citizens' Assets was

determined by an arms-length negotiation based on the advice of each companies

financial advisors. This open market negotiated purchase price then establishes

AWW's reasonable investment in the Citizens' Assets. This reasonable investment

in the Citizens' Assets was funded by a combination of debt and equity as shown

on at the top of the closing journal entry to record the transaction, which is

FENNEMORE CRAIG
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attached hereto as Stephenson Dir. Exh. 2.

POST TEST PERIOD ADJUSTMENTS

WHAT PRO FORMA ADJUSTMENTS ARE YOU RESPONSIBLE FOR

SUPPORTING?

I am responsible for supporting six adjustments that impact all of the Company's

rate filings. The specific adjustments are as follows: 1) capitalization of payments

made for the implementation of ORCOM billing software from operating expense

and the determination period for the recovery of this expense, 2) the transfer of

charges related to the completion of the Citizens' Acquisition, as well as charges

for the development of base accounting procedures from expenses to

organizational costs, 3) the rationale for the removal of the Citizens' management

costs, 4) estimates of Service Company charges, 5) estimates of rate case expense

and 6) estimates of direct charges to the systems made by AWW.

1

2 Iv.

3 Q.

4

5 A .

6

7

8

9

10

11

12

13

14

15

16 A .

17

18

19

20

21

22

23

24

25

26

Q- WHY HAVE PAYMENTS BEEN MADE FOR THE DEVELOPMENT OF

THE ORCOM BILLING SOFTWARE?

Payments made for the development of the ORCOM billing software have been

made in connection with converting all of the Citizens' customers over to the

AWW billing system. The payments should be considered as organizational costs

or start-up costs. I will refer to these as "start-up costs" for the remainder of this

discussion. These start-up costs were for such items as consultants' fees, billing

programs modifications and related expenses of AWW associates to assist in the

development of the billing system. The billing system had to come on line exactly

at the time of closing. Since the acquisition was an asset sale, there was no

arrangement between Citizens and AWW for Citizens to continue billing any

utility customers after the transaction closed. The ORCOM system had to be up

and running, and mining properly, at the closing. To the benefit of these
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customers, AWW has been developing this same system for its own use at all of its

present properties, including the Paradise Valley district. This made the time and

expense of converting the Citizens' customers to the ORCOM system less

burdensome.

WHY WERE THESE COSTS EXPENSED?

Over the past few years accounting requirements regarding the booking of these

types of start-up costs have changed. Start-up costs historically have been

capitalized along with the purchase or development of new assets. This is no

longer the case. The Financial Accounting Standards Board has determined that

too many expenses were being capitalized and companies' balance sheets were

being overstated. However, for a regulated utility, the books and records of a

company are maintained in accordance with Commission regulations and policy.

These start-up costs have always been treated as a capitalized asset, and there is no

valid reason to stray from that policy. These start-up costs are incured for the

development of programs to serve new customers. The addition of the new

customers lowers the overall fixed costs per customer. This produces a net cost

savings. Therefore, all present and future customers should share in both the

development costs as well as the savings. Common regulatory practice is to spread

the development costs of a cost saving measure over the customer base receiving

mown and measurable savings.

1

2

3

4

5 Q-

6 A.

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21 Q-

22

23

24

25 A.

26

DOES THIS COMMISSION HAVE JURISDICTION TO OVERIDE

ACCOUNTING POLICY AND AUTHORIZE THESE COSTS To BE

CLASSIFIED As A CAPITALIZED START-UP OR ORGANIZATION

COST?

Yes. As has been the common practice under Financial Accounting Standard

Board Policy FAS 71, the Commission can establish different accounting
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procedures for various items so long as the procedure establishes a set

methodology and time period for the recovery of the item.

Q- WHAT ARE THE ACTUAL COSTS RELATED TO THE DEVELOPMENT

OF THE ORCOM BILLING SOFTWARE?

Attached as Stephenson Dir. Exh. 3 is an analysis showing the actual costs of this

project and other relationships. Page 1 of the Exhibit shows that the total one-time

costs for this project is $607,723. The amount included in the rate base for Sun

City West water and wastewater districts is $78,774 and $78,774, respectively.

Q- ARIZONA-AMERICAN PURCHASE ANY BILLING SYSTEM

ASSETS FROM CITIZENS AS PART OF THE ASSET PURCHASE?

DID

No. As page 2 of Stephenson Dir. Exh. 3 shows, the billing system used by

Citizens to bill its water and wastewater customers (the Banner System) was

retained by Citizens. Therefore, as testified earlier, Arizona-American had to

have its own billing system set up and fully functional at the time the Citizens'

Acquisition closed.

I

Q- WHAT Is THE EFFECT ON THE RATE BASES FOR THE ARIZONA

DISTRICTS INCLUDED IN THE COMPANY'S RATE FILING RELATED

To THE DEVELOPMENT OF THE ORCOM BILLING SOFTWARE?

I

1

2

3

4

5 A .

6

7

8

9

10

11 A .

12

13

14

15

16

17

18

19 A .

20

21

22

23

24

25

26

As shown, the net book value of the Banner billing system at the time the Citizens'

Acquisition was completed was $2,620,054. Of that amount $982,488 was

allocated to the Citizens' water and wastewater systems in Arizona. The

difference between the development costs of the ORCOM system ($607,723) and

the allocated net book value of the Banner system not purchased ($982,488) is

$374,766. Thus, there was a net benefit to the customers in Arizona through the

development of the ORCOM billing system as opposed to purchasing the Banner

billing system from Citizens at the net book value allocated to Arizona. The net
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I
I

effect on the rate base of Sun City West water and wastewater districts is $48,577

and $48,577, respectively.

WHY HAVE YOU MADE AN ADJUSTMENT OF $906,531 FOR

CORPORATE COSTS TO TRANSFER VARIOUS ITEMS RELATED TO

THE CITIZENS' ACQUISITION To THE ACQUISITION ADJUSTMENT?

I have made this adjustment for the same reasons that I recommend the transfer of

the one-time start-up costs from expenses. These costs were incurred to complete

the purchase of the Citizens' Assets and to establish books and records for the

Citizens' Assets and systems. The costs are related to t it le reviews, legal

interpretations of contract clauses, legal representation to transfer existing contracts

and for accounting assistance. These costs were necessary to secure and protect

Arizona-American's legal rights to all the transferred assets and to obtain transfers

of all existing contracts and agreements. These are normal "organizational"

expenses to ensure full and proper title to transferred assets and to set up the books

and records in an appropriate manner.

CAN YOU PLEASE FURTHER DESCRIBE THE ITEMS WHICH YOU

ARE PROPOSING TO RECLASSIFY To THE ACQUISITION

ADJUSTMENT?

I
I

Certainly. The total amount of $906,531 is comprised of charges from two

separate sources: charges incurred by AWW in connection with the purchase, and

charges from our accounting contractor in Arizona (Ronald L. Kozo ran, CPA) to

develop satisfactory records for regulatory purposes. The total of the charges from

AWW is $784,784 and the total of the charges from Mr. Kozo ran is $121,747.

The details of all of these charges is attached hereto as Stephenson Dir. Exh. 4.

This full amount is included in the Acquisition Adjustment.

1

2

3 Q.

4

5

6 A .

7

8

9

10

11

12

13

14

15

16 Q.

17

18

19 A .

20

21

22

23

24

25

26 Q. PLEASE EXPLAIN THE JUSTIFICATION FOR REMOVING ALL OF
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I
I FROM THE TEST PERIOD

|

CITIZENS' MANAGEMENT FEES

EXPENSES.

I have removed all of Citizens' management fees from the test period expenses

because these expenses pertain to Citizens' management of the Citizens' Assets in

Arizona, not expenses that will be incurred under the ownership and management

of Arizona-American. These expenses must be removed and replaced by current

annualizations of Service Company charges to Arizona-American in order to

provide an accurate presentation of known and measureable expenses that are

occurring now and will occur on a going-forward basis in the future.

I Q,

I
HOW DID YOU DETERMINE WHICH EXPENSES TO REMOVE

RELATED To CITIZENS' MANAGEMENT AND WHICH EXPENSES

RELATED TO THE SERVICE COMPANY To INCLUDE?

I
I
I
I

1
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3 A .

4

5

6

7

8

9

10

11

12

13 A .

14

15

16

17

18

19

20

21

22

23

24

25

26

The explanation of the procedure to detennine what expenses were removed will

be discussed by Mr. Tom Bourassa in his direct testimony. I have annualized the

amount of expense to be included in the pro forma test period based on actual

recorded costs from April through July 2002. Attached as Stephenson Dir. Exh. 5

is a spreadsheet showing the recorded costs from January through the end of July. I

have not included the months of January through March in my annualization

because these months were either not hill months due to the finalization of the

acquisition (January) or the months were not accurately reflect normal cost

allocations from the Service Company (February and March). Viewing Exhibit 5,

it is obvious that January and February have very low recorded expenses in

comparison to the other months. The month of March is more in line with future

months, but is still questionable due in part to the obvious omission of a credit for

the call center amortization (this amortization relates only to the Paradise Valley

system). Furthermore, March is a quarter-ending month, and as such expenses in
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I
I
I

that month tend to contain more quarterly adjustments, thereby causing distortion

of the annualization without including the other months of the quarter.

Q- WHAT Is THE AVERAGE MONTHLY CHARGE FOR THE SERVICE

COMPANY FOR THE MONTHS OF APRIL THROUGH JULY 2002?

As shown on Stephenson Dir. Exh. 5, the average monthly amount of Service

Company charges for the period April through July 2002 is $429,476. Annualizing

this amount yields a total of $5,153,711 for 2002.
I
I
I
I
I

Q- DID YOU SPREAD THE ANNUALIZED TOTAL TO EACH OF THE

SYSTEMS IN ARIZONA?

Yes, I spread the annualized expense to each of the systems on a four-factor basis.

The four-factor analysis considers many factors all of which produce the benefits

Arizona-American receives from the Service Company. The four-factor

spreadsheet is attached hereto as Stephenson Dir. Exh. 6. The allocation to Sun

City West water and wastewater districts is $515,886 and $552,-478, respectively,

based on the four-factor allocation methodology.

Q. PLEASE EXPLAIN YOUR ESTIMATE OF RATE CASE COSTS

INCLUDED IN THE COMPANY'S RATE FILING.

I
I
I
I
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5 A .
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10 A .
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18 A .

19

20

21
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23

24

25

26

The estimate of rate case expense has been developed with estimates provided by

all outside consultants and costs estimated for in-house items. Attached as

Stephenson Dir. Exh. 7 is an estimate of the rate case costs necessary to prosecute

these applications.. The total estimated costs of consultants and legal counsel is

$608,000. This amount is comprised of $275,000 for onside accounting and rate

assistance, $51,000 for the outside rate of return consultant and $282,000 for legal

counsel. The total estimate of in-house costs is $98,000 and is comprised of

$18,000 for employee expenses and $80,000 for expenses related to mailings,

notices, printing and supplies. I have allocated the total estimated rate case costs to
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I
I
I
I

each system based on adjusted test period revenues and have spread those totals

over a three-year recovery period. The total amount allocated to Sun City West

water and wastewater districts is $66,939 and $70,006, respectively.

Q, ARE THE ESTIMATED COSTS TO PROSECUTE THE RATE FILINGS

CONSISTENT WITH PRIOR COSTS INCURRED To PROSECUTE RATE

APPLICATIONS IN ARIZONA?

Yes, in fact the estimated cost to prosecute this case is lower on a per customer

basis than the amount the Commission has previously allowed for the Paradise

Valley water district in its past two rate cases. The average rate case cost per

customer in the last two Paradise Valley rate proceedings was approximately

$13.25. In these applications we have estimated the rate case cost per customer to

be approximately $6.50 per customer, or only $2. 17 per customer annually.

Q, WHAT ARE THE ADJUSTED DIRECT CHARGES COMPRISED OF?

The direct charges are comprised mostly of  employee benef its, customer

accounting charges (bill forms, postage, inserts, collection agency fees, etc.),

insurance fees, dues and memberships, employee travel and directors and trustee

fees. Attached as Stephenson Dir. Exh. 8 is an itemization of the charges.

Q. HOW DID YOU ESTIMATE THE ANNUAL COSTS FOR THESE ITEMS?

I based the annualized cost for these items on the actual recorded costs for March

through July of 2002.

1

2
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5
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7 A .

8

9
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14 A .

15

16

17

18

19 A .

20

21

22

23

24 A.

25

26

Q, WHAT Is THE TOTAL OF THE ANNUALIZED DIRECT CHARGES AND

HOW WERE THEY ALLOCATED TO VARIOUS TEST PERIOD

EXPENSE CATAGORIES?

The annual total for these direct expenses is $3,l61,915. The charges were related

to four different expense categories: salary and wages ($1,586,293), miscellaneous

expenses ($23,058), general office expenses ($l,293,829) and insurance fees
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I

($258,736).

Q- HOW WERE THESE DIRECT CHARGES ALLOCATED TO EACH OF

THE ARIZONA-AMERICAN SYSTEMS?

These charges were allocated to each of the systems based on four different

factors. The system charges for salaries and wages were allocated to each system

based on expensed test period salaries, the allocation of miscellaneous expense

was spread to each system based on customer count and pro gonna plant, the

allocation of general office expense was allocated to each system based on

customer count, pro forma plant and adjusted test period rate base, and the

allocation of insurance fees to each of the sysetms was based on adjusted test

period rate base.

Q- WHY DID YOU USE THE MARCH THROUGH JULY TIME PERIOD?

As stated earlier, I chose the time period that best represents the normalized

expenditures. I had to eliminate January and February from consideration due to

the fact that Arizona-American did not own the Citizens' Assets until January 15,

2002, and February 2002 was the first full month of operation by Arizona-

American and not all charges were recorded properly.

Q- DID YOU REMOVE ALL OF THE RECORDED TEST PERIOD

EXPENSES RELATED TO THESE SYSTEM SPECIFIC ALLOCATIONS?

Yes, all of the test period expenses for these items were removed from the test

period along with the Citizens' management fees.

1

2

3

4 A.

5

6

7

8

9

10

11

12

13 A .

14

15

16

17

18

19

20 A .

21

22

23

24

25 A.

26

Q- WHAT WAS THE AMOUNT ALLOCATED TO EACH OF THE EXPENSE

CATAGORIES FOR THE SUN CITY WEST WATER AND

WASTEWATER DISTRICTS?

The allocations to each of the expense categories for Sun City West water and

wastewater districts is 3 $108,156 and $l62,234, respectively, for salaries and

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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wages, $1,099 and $920, respectively, for miscellaneous, $162,863 and $l46,102,

respectively, for general of f ice, and $23,821 and $19,536, respectively, for

insurance.

CAPITAL STRUCTURE AND COST OF DEBT

WHAT Is THE CAPITAL STRUCTURE THAT ARIZONA-AMERICAN

PROPOSES To UTILIZE IN THESE APPLICATIONS?

The Company proposes a capital structure comprised of 60 percent debt and 40

percent equity.

I
I
I
I
I
I
I
I
I
I

HOW WAS THIS CAPITAL STRUCTURE DETERMINED?

I

It was detennined based on the actual financing of the acquisition of the Citizens '

Assets by Arizona-American. At the very top of the first page of Stephenson Dir.

Exh. 1 is the entry to record the purchase of the Citizens' Assets by Arizona-

American. This entry shows Common Stock in the amount of $110,888,158 (40

percent), Bonds - Inside of $154,948,119 (56 percent) and Bonds - Outside of

$10,635,000 (4 percent). These are the actual amounts for each of  these

components as recorded on the books of Arizona-American at the time of purchase

of the Citizens' Assets. AWW strives to have its subsidiaries maintain the most

efficient capital structure. Typically, the most efficient capital structure for AWW

utility subsidiaries is comprised of approximately 60 percent debt. AWW has

maintained its high debt rating (A-) and secured very efficient rates for bonds and

notes by maintaining a 60 percent debt component in the capital structure. The

greater the leverage of the capital structure while still maintaining a high bond

rating, the lower the cost of capital to the Company and its customers .

1
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4 v .

5 Q.
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7 A.
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9 Q.

10 A .
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20
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22

23

24 Q.

25

26 A.

PLEASE EXPLAIN THE DIFFERENCE BETWEEN "BONDS-INSIDE"

AND "BONDS-OUTSIDE."

The "Bonds-Inside" comprise the debt financing provided by American Water
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I
I
I Works Capital Corp. ("AWCC") in the form of a short-tenn note. This is a five-

year unsecured note with an interest rate of 4.92%. The "Bonds-Outside" is debt

financing reflecting the assumption of Citizens' industrial development revenue

bonds I mentioned previously, which have an interest rate of 7.30%.

I
ACQUISITION ADJUSTMENT

EARLIER, YOU DISCUSSED THE ACQUISTION. HOW  W ILL

ARIZONA-AMERICAN ACCOUNT FOR THE DIFFERENCE BETWEEN

THE PURCHASE PRICE AND THE ACQUIRED ASSET BALANCE FOR

REGULATORY PURPOSES?
I
I
I

The difference will be recorded as an Acquisition Adjustment in accordance with

the NARUC Unifonn System of Accounts .

Q. WHAT Is THE AMORTIZATION PERIOD THAT ARIZONA-AMERICAN

PROPOSES To USE?I
Forty years .

Q- WHAT METHOD OF AMORTIZATION IS ARIZONA-AMERICAN

PROPOSING TO USE?

I
I
I
I
I
I
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5 VI.

6 Q.
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Arizona-American proposes to follow a mortgage amortization method, which

incorporates the same amortization principle as home mortgages. Under this

method, Arizona-American would recover only a small portion of the Acquisition

Adjustment in the initial years and recover increasingly greater amounts in the later

years. The annual amortization increases each year. The proposed amortization of

the Acquisition Adjustment balance is attached hereto as Stephenson Dir. Exh. 9.

The amount of the amortization included in the cost of service for the Sun City

West water and wastewater districts in these applications is $21,800 and $2l,800,

respectively, based on amortization of the Acquisition Adjustment in 2003, as

shown on Exhibit 9.
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I

Q- WHAT Is THE NORMAL METHOD OF RECOVERY FOR UTILITY

I
ASSETS?

The normal method, known as a straight-line method of recovery, involves equal

or level recovery in each year of the asset's life.

Q- WHY ARE YOU PROPOSING THE MORTGAGE METHOD RATHER

THAN THE STRAIGHT-LINE METHOD?I
I

Although there are several reasons for this proposal, there is one significant

reason: the mortgage method provides a much better matching of the recovery of

the acquisition adjustment to the benefits the customers will receive as a result of

this transaction.

I
I
I

Q- DOES USING THE MORTGAGE AMORTIZATION METHOD BETTER

ILLUSTRATE THE CUSTOMER BENEFITS OF THIS TRANSACTION?

Yes. As stated previously, the savings generated from this transaction will grow as

time passes. Allocating the recovery of the Acquisition Adjustment on an

increasing basis over the recovery period, instead of leveling the recovery of the

Acquisition Adjustment as is nonna under the straight-line method of recovery,

provides a superior opportunity for all current and future ratepayers to realize the

benefits of the transaction.I
I
I

Q- ARE THERE ANY OTHER FACTORS THAT SUPPORT YOUR

SELECTION OF THIS METHODOLOGY?

I
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Yes. The effects of inflation should also be considered. If a straight-line

amortization method is used, the highest net-present value amounts are charged

initially, and lower amounts are charged toward the end of the amortization. Given

the effects of inflation, the differential between initial and final charges are

substantial in terms of constant dollars. The mortgage-style amortization works

with the effects of inflation to create a more level, constant dollar charge.
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I
I WHAT SHOULD THE COMMISSION AUTHORIZE IN THIS

PROCEEDING WITH RESPECT TO AN ACQUISITION ADJUSTMENT?

Arizona-American requests that the Commission authorize a 40-year amortization

period and use of a mortgage amortization method, with the recovery of the

acquisition adjustment as a component of the cost of service, as discussed

previously.

DISCUSSION
DECISION

OF THE REQUIREMENTS OF THE ACQUISITION

HAVE YOU ADDRESSED COMPLIANCE WITH ALL OF THE

COMMISSION'S DIRECTIVES IN THE ACQUISITION DECISION?

I
I
I
I

A.

I
I
I
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9 Q.
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No. I have only covered the requested treatment of the Acquisition Adjustment.

The Acquisition Decision also calls for the determination of the clear, quantifiable

and substantial net benefits for ratepayers resulting from the purchase of the

Citizens' Assets by Arizona-American, and the determination of the ratemaking

treatment of deferred taxes, excess deferred taxes and investment tax credits that

were on the books and records of Citizens at the time of the closing of the

purchase transaction, yet were not transferred to Arizona-American. It  is my

recommendation to delay the demonstration of the clear, quantifiable and

substantial net benefits for ratepayers resulting from the purchase of the Citizens '

Assets by Arizona-American until a later date, after which time Arizona-American

will have greater operating experience and be better able to demonstrate the

tremendous net ratepayer benefits that result from this transaction. However, by

recommending this delay, Arizona-American does not waive its right to, at some

point in time in the future, request recovery of and on the Acquisition Adjustment,

if it so desires to do so. It is my recommendation is that the deferred taxes, excess

deferred taxes and the investment tax credit not be considered for any ratemaking
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purpose.

WHAT Is THE BASIS FOR THIS RECOMMENDATION As IT RELATES

I

1

2 Q.
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5 A .
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25

26 A .

Q-

TO THE DEFERRED TAXES, EXCESS DEFERRED TAXES AND THE

INVESTMENT TAX CREDIT?

All of these items were established on the books and records of Citizens due to

timing differences between book and tax recognition of an allowance to record the

event causing the tax difference in the income stream. For deferred taxes, it is the

tax effect of the difference between depreciation methods of assets for book and

tax purposes. For tax purposes, many assets were once allowed to be depreciated

at an accelerated rate, meaning that the assets were depreciated at a higher early

period rate, and over a shorter time period, than for book purposes. For investment

tax credits, in the past the Internal Revenue Code allowed a percentage tax

deduction for the investment in various assets. The investment tax credit was

never considered for book purposes.

In short, these are taxes and credits that belong to Citizens, not Arizona-

American. Arizona-American purchased the water and wastewater assets of

Citizens in Arizona, it did not assume any of the liabilities, except for the one

series of  industrial development revenue bonds. The deferred taxes and

investment tax credits will be reconciled from the books and records of Citizens

when Citizens files its 2002 tax return and applies these items against the gain or

loss realize upon the sale of the water and wastewater assets to Arizona~American.

WHAT WERE THE BALANCES OF THE DEFERRED TAXES AND

INVESTMENT TAX CREDITS ON THE BOOKS AND RECORDS OF

CITIZENS AT THE TIME OF CLOSING OF THE ASSET PURCHASE BY

Aww OF THE ARIZONA ASSETS?

Stephenson Dir. Exh. 10 is a copy of the Arizona Property Detail supplied by
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Citizens at the time of closing. This Exhibit shows that the balance for the

deferred taxes was $4,674,819 and the balance of the investment tax credits was

$1,910,600. There were no excess deferred taxes shown on the books and records

of Citizens for Arizona at the time of closing.

Q-

I
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26

PLEASE EXPLAIN FURTHER W HY YOU BELIEVE THAT THE

DEFERRED TAXES ON THE BOOKS OF CITIZENS FOR ARIZONA AT

THE TIME OF CLOSING SHOULD NOT BE CONSIDERED FOR

RATEMAKING.

Deferred taxes that were on the books and records of Citizens at the time of

closing are not an item that should be considered as a "carryover" item in an asset

purchase agreement. Deferred taxes result from items being treated differently for

tax and book purposes. These differences are primarily created by Citizens' ability

to delay actual tax payments due to accelerated asset value depreciation or

amortization for tax purposes over the straight-line depreciation or amortization

used for book and regulatory purposes. These tax-differences are recorded as

deferred taxes. These deferred taxes will be taken into consideration when

calculating a tax gain or loss as a result of the sale of the Citizens' Assets. Upon

the sale of such assets, these deferred taxes will be paid and the deferred tax

balances zeroed out.

When deferred taxes have been allowed as a component of cost of service

in utility ratemaking, their accumulated balance (ADIT) is typically deducted from

rate base as a source of non-investor capital. This is because deferred taxes are

collected in rates prior to the time they must be remitted to the respective taxing

authorities. In the interim, they represent a source of funds available to the utility

for plant investment or other corporate purposes. During that period it is entirely

appropriate to deduct the ADIT from rate base. When the tax liabilities underlying

FENNEMORE CRAIG
\ PROFESSIONAL CORPDRATION

PHGENIX 24



I

previously deferred taxes are paid, however, the related ADIT balances are

eliminated and the rate base deductions are no longer available.

With respect to Citizens' ADIT existing at the time the sale of its water and

wastewater assets to AWW, the related income taxes wil l become due. At that

time, the ADIT's will be paid and there will be no balance available to deduct from

rate base. On-going compensation to customers is not warranted. When non-

investor funds have been satisfied they no longer exist, and no further rate base

deduction is appropriate. ADIT's may be viewed as a temporary loan to the utility

by the taxing authority. By deferring the date upon which taxes are ultimately

paid, a source of funds is created. Once the "loan" is repaid, the source of funds

ceases to exist. There is no entitlement inuring to the utility's customers, since

they pay taxes applicable to the utility service they receive.

WHAT IS THE EFFECT ON ARIZONA-AMERICAN IF THE

COMMISSION ELECTED TO USE CITIZENS' RECORDED DEFERRED

TAXES IN FUTURE RATEMAKING.

The Internal Revenue Service has, on a number of occasions, declared that any

deferred income tax reserves or unauthorized income tax credits relating to assets

that have been sold, transferred, or removed from regulation may not continue to

be considered in the subsequent ratemaking determinations. To attempt to do

otherwise will result in the utility losing the ability to take accelerated depreciation

on its Federal income tax return.
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PLEASE EXPLAIN FURTHER WHY YOU BELIEVE THE INVESTMENT

TAX CREDITS THAT WERE ON THE BOOKS AND RECORDS OF

CITIZENS AT THE TIME THE PURCHASE WAS COMPLETED BY

ARIZONA-AMERICAN SHOULD NOT BE CONSIDERED FOR

RATEMAKING.
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The reasons are exactly the same as for deferred taxes. The investment tax credits

will be considered in calculating Citizens' gain or loss as a result of the sale of the

assets, and therefore will be eliminated. The investment tax credits were a

"temporary" source of non-investor funds, once appropriately deducted from rate

base, but now that they have been "paid", they are no available as a rate base

deduction. This deduction no longer exists and as such cannot be used for

ratemaking.

Q- DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

1 A .

2

3

4

5

6

7

8

9 A.

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Yes it does.

FENNEMORE CRAIG
4 PROFESSIONAL CORPORATION

PHOENIX 26
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DECISION NO. ©3584

:
I

6 [N THE MATTER OF THE JOINT
APPLICATION OF CITIZENS UTILITIES

7 COMPANY, AGUA FRIA WATER DIVISION
I OF CITIZENS UTILITIES COMPANY;

S MOHAVE WATER DIVISION OF CITIZENS
UTILITIES COMPANY; SUN CITY WATER

9 COMPANY, SUN CITY SEWER COMPANY,
SUN CITY WEST UTILITIES COMPANY;

10 CITIZENS WATER SERVICES COMPANY
OF ARIZONA, CITIZENS WATER

I I RESOURCES COMPANY OF ARIZONA;
HAVASU WATER COMPANY AND TUBAC

12 VALLEY WATER COMPANY, INC., FOR
APPRQVAL OF THE TRANSFER OF THEIR

13 WATER AND WASTEWATER UTILITY
ASSETS AND THE TRANSFER OF THEIR

14 CERTIFICATES oF PUBLIC CONVENIENCE OPINION AND ORDER
AND NECESSITY TO ARIZONA-

15 AMERICAN WATER COMPANY AND FOR
CERTAIN RELATED APPROVALS.

16

17
DATE OF HEARING:

in

19

I

September 27, 2000

Phoenix, ArizonaI
I Karen E. Nolly'

PLACE OF HEARING:
l PRESIDING ADMINISTRATIVE

LAW JUDGE:20
21 I no ATTEnDANCEs Chairman William A. Mundell and

Commissioner Jim Irvin
I

22
APPEARANCES:

23

24

Mr, Michael M. Grant, GALLAGHER 8;
KENNEDY. and Mr. Craig Marks, Associate
General Counsel, on behalf of Citizens
Communications Company;

I 25

26
This Recommended Opmton andOrder was prepared Br Admlntstrauve Law Judge Marc E. Stern upon revtetv of

the testimony and exhibits admitted into evidcnde its the proceeding,

S:RHearing-Marc'Opinion Orders=000 l97o&o.DOC
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I

7
Mr. Norman D. James. FENNEMORE CRAIG, on
behalfOfArizona~American Wafer Company;

1J Mr. Daniel W, Pozefsky, Staff Attorney, on behalf
of Residential Utility Consumer Office,

4
Mr.Bill Meek on behalf of the Arizona Utility
Investors Association; and5

6
behalf of the Utilities Division of the Arizona

I
7

Ms. Teena Wolfe; Staff Attorney, Legal Division,
on
Corporation Commission.

8
BYTHE COMMISSION:

9
March 24.On 2000, Citizens Utilities Company, no \\' known as Citizens

10
Communications Company, together with its AQua Fria Water Division, Mohave Water

l I
Division. Sun Calv Water Company_ Sun City Sewer Company, Sun City West Utilities

IN
Company. Citizens Water Services Company of Arizona. Citizens Water Resources COmpany of

13 Arizona, Havasu Water Company and Tubac Valley Water Company (collectively "Citizens"),

14
and Arizona-American Water Company ("Arizona-American") Bled with the Arizona Corporation

I 5
Commission ('"Comm.ission") a Joint Application to Transfer Assets and Related Approvals

16
(Application'') of Citizens' water and wastewater utility assets in Arizona including Citizens'

17
Certificates of Convenience and Necessity ("Certificates") held by Citizens to Arizona~American.

18
On May 17, 2000 and on June l, 2000, the Residential Utility Consumer Office

19 . . ,  . . '
1 ("RUCO") and the Arizona Utility Investors Association ("AUIA") filed applications for leave to

2 s0 l intervene. Subsequently, intervention was Qranted to RUCO and to AUlA.'

21 On May 30, 2000, by Procedural Order, a hearing was scheduled on the above-captioned

22
matter for September-2*7, 2000. Citizens and Arizona-American caused public notice of the

78
Application and hearing thereon to be published in various newspapers throughout Arizona. In

I
I
I
I
I
I 24

1 On April IO, 7000, Mr. Marvin Lustiger filed an application to intervene in the above-captioned matter.
However, by subsequent filing, Mr. Lustiger cinrilied that he was only interested in electric or telephone
service in Mohave County, and therefore, Mr. Lustlger's request to intervene was deemed to have been

2 6  I withdrawn.

25
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| | addition, .Citizens notified all its customers of the Application by means of a written bill insert.

2 On September 14, 2000, a formal public comment session was ldeld in Sun City.

-s
J On September 26, 2000, the Commission's U6litiés Division ("Start") Hled.a Settlement

4 Agreement ('°Agreement") marked Exhibit-A which is incorporated by reference and attached

5 hereto.

6 On September 27, 2000, a full public hearing took place at the offices of the Commission

7 lim Phoenix. Arizona. Citizens. Arizona-American; RUCO. AUIA and Staff wei'e present with

8 counsel. Following the presentation of evidence.ICitizens and RUCO Submitted written briefs onI
I

9 the issue of whether Citizens should be required to pay a portion of the gain resullin2 frown the

10 sale of its utility assets to Citizens' customers. The matter was then' taken under advisement

l  I pending submission of a recommended Opinion and Order to the Commission.

IN DISCUSSION
0

13 Parties to the Transaction

14 Citizens, through its various divisions and subsidiaries, provides water, wastewater,

15 electric, natural gas and telecommunications services ro approximately 1.8 million customers in

16 22 states. including in excess of 100.000 customers in Arizona. Citizens' current business

17

18

I strategy is to t`ocus on the provision of telecommunications services and the expansion of those

| operations through the acquisition of wire centers and access lines from other providers,

19 | primarily in rural areas, as was the case in the recently approved transfer of rural wire centers by

20 I Qwest Corporation to Citizens Utilities Rural Company, Inc. .

21 in connection with this business strategy. Citizens intends to sell its water, wastewater,

I
I
I
I
I

I 22 *electric, and natural gas utilities and to apply the proceeds to finance acquisitions and other

73 'business activities in the telecommunications area. In April 2000, Citizens also announced the

24 sale of its Louisiana natural gas operations for $375 million.

25 The Commission granted Arizona-American a Certificate of Convenience and Necessity

I 26 to provide water service to approximately 4.600 customers in portions of the Town of Paradise

0001920&O DECISION no. 4  3 9 / S '  9 *
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2

| | Valley, the City of Scottsdale and certain unincorporated portions of Maricopa County. Arizona-

| Aihérican is a'wholly owned subsidiary of AMer.i¢énwéter .Works Company, lnc. '("AWW")

i

|.
.

'\
_) which is the largest privately-owned water-utility system in the United States; providing'water,

4 | wastewater and other water resource management services to approximately'3 million customers

5 in 23 states, and with a reported consolidated net plant of $5.1 billion and operating revenues of

6 sL26 bi l l ion.
I A W W *s December 31, 1999, 'balance sheet.ref]ected a. capitals .structure of 58.4

I
|
I
I

7 percent long-terM debt, 2.3 percent preferred stock and 39.3 perceNt common equity.

8 In 1999, AWW's subsidiaries invested $467 million'in improving and upgrading' their

9 facilities, and for the past several-years, Aww has made similar expenditures a.veraging »Ni=:arly

$400 million per year. According to AWW witnesses. AWWIs acquisition policy is motivated,10

'I I at least in part. by anticipated capital expenditures resulting from new regulatory.requirements_

12 and programs and the need IO replace or upgrade aged infrastructure IO maintain high quality

13 service. With the additional water and wastewater systems, AWW and its subsidiaries hope to

14 obtain economies of scale and (O strengthen their financial capability by expanding their

\ 5 customer base.

16 , The Transaction

17 On October IS, 1999, Citizens, Arizona-American and AWW entered into an agreement

Citizens in .connection with other 'tl tti l i ty operations, cash and cash

I
I
I
I
I
I
I
I
I
I

18 I under which Arizona-American is to acquire the water and wastewater assets and the Certificates

IN held by Citizens in Arizona ("the Acquired Assets") for approximately $231 million, subject to

20 I adjustment at the time of closings Thepurchase price will be increased.basedon utility plant

21 I added by Citizens after .lune 30, 1999, and Will be redNcedbased .on plant retirements' Occurring

22 I after such date. The Acquired Assets include all Utility plant, property and interests relating to

23 I Citizens' water and wastewater operations in Arizona,"With Certain exceptions, including assets

24 I commonly used by

25 I equivalents, and assets related to benefit plans.

26 I including obligations-for taxes payable, obligations relating to employee compensation and

Citizens will also 'retain certain liabilities,

0001920810 DECISION NO. 43584
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I

2

11
J

I benefits, and refunds of certain advances in aid of construction. Arizona-American will assume

land be liable for all contracts and permits assigned at closing, certain Industrial Development

I Revenue Bonds ("lDRBs"), and unperformed obligations.

4 Arizona-Americah will finance the purchase of the Acquired Assets by a combination of

1 d€b1

6 Corporat ion ("AW CC."').  that wi l l  prov ide loans and other f inancial  serv ices to Aww

5 and equity. AWW has recently formed a new subsidiary. American Water Capital

I  l

7 subsidiaries. Initially. Arizona-American will borrow funds from AWCC on a shop~term basis,

8 and receive additional funds in the form of common equity directly from AWW. Within 12

9 months, the short-term debt will be convened to Ion2-term debt with a planned capital structure

10 which will contain 55 to 60 percent debt and 45 to 40 percent common equity, including.

Arizona~Americanls existing debt and equity capital and the Citizens' IDRBs that will be

12 assumed."

13 The Position of Staffland the Staff Settlement Agreement

14 Staff generally supported the application, and recommended that the transfer of the

15 Acquired Assets to Arizona-American be approved. subject to several conditions.

First. Staff recommended that the Commission defer any decision on the rate making

17 treatment of an acquisition adjustment, deferred taxes. excess deferred taxes. and investment tax

18 credits until a future rate proceeding.

16

19 Second, -Staff recommended that the decision to allow recovery of aN acquisition

20 adjustment be based on Arizona-American's ability to demonstrate that clear, quantifiable and

substantial net benefits have been realized by ratepayers, which would not have been realized21

'22 had the transaction not occurred.
4

23 Third, Staff recommended that Arizona-American should be ordered to file, 13 months

24

w-
25 1 Arizona-American has filed an application for authority to issue short~term and long-term debt in

connection with financing the purchase of the Acquired Assets. which is pending in Docket No.
01303A-00-0929.26
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I

I
I
I
I 2

4J

4

Rafter the closinst of the transaction. a report comparing the number of complaints received by the

I Commission prior to and after the transaction. The report should provide an explanation of any

,significant changes in the number and importance of the complaints. Staff would then review

l this report and, if necessary, make a recommendation to the Commission of any further action to

I be taken.5

6 Fourth. Staff recommended that an imputation of the benefits related to advances in aid

7

8

9

10

I l

IN

lot construct ion ("AlAC") and contributions in aid of  construct ion ("CIAC") received by

I Arizona-American be made in subsequent rate proceedings for each former Citizens' system.

'The purpose of the imputation would be to recognize those portions of the Acquired Assets that

'were financed by AIAC and CIAC which Arizona-American will not be assuming. Staff also

1 recommended that imputed AIAC be amortized over a period of 10 years. while imputed ClAC

I would be amortized below the line in the same manner as would have others use occurred.

13 Fifth, Staff  recommended that Arizona-American be required to seek Commission

14

15

I approval of any amendments to, or transfers of agreements relating to the purchase of water,

I such as Citizens` Central Arizona Project ("CAP") mater subcontracts.

16 Finally. Staff recommended that the Commission order Arizona-American to charge

17

18

19

I ratepayers for services based on the rates, charges, and service tariffs in effect at the time of

closing in each Citizens service territory, until such time as Arizona-American files general rate

I proceedings for each service territory.

20 In its rebuttal filing, Arizona-American indicated that it would stipulate to the conditions

2\

22

'23

24

25

'recommended by Staff, including the deferral of a decision concerning the recognition of an

acquisition adjustment and the conditions under which an acquisition adjustment would be

recognized, and would adopt and utilize the rates and charges for service, and all other service

I tariffs currently in effect in each of the affected Citizens service territories. However, Arizona-

l American disagreed with imputing Citizens' AIAC and CIAC to Arizona-American.

26
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I

I Subsequently, Staff and Arizona~American entered into the Agreement, which resolved

2 all areas of disagreement .relating to the terms and tondilions under which the Acquired Assets

Q
J would be transferred to Arizona AmeriCan.

4 Pursuant to the_terms of the Agreement, Citizerns` 'AIAC and CIAC wil l  be imputed to

5 Arizona-American for ratemaking purposes. This adjustment will reduce rate base. The amount

6 of  the AIAC and CIAC .ro be imputed to Arizona-AmeriéPh. l`o.r ratemaki°ng purposes will be

7 based on thcactual balances showN on Citizens' regulatory books as of the date of the transfer of.

I
I
I
I
I
I 8 the Acquired Assets, adjusted as follows: an aniqurnl equal to 5 percent of Citizens' AIAC

9 balance at the time of the transfer will be reclassified :is CIAC and added to the CIAC balance,

10 and the same amount will be deducted from Citizens' AIAC balance. The adjusted amount of

AIAC will be amortized below the line (i.e., no impact on expenses) over a period of 6.5.years,

12 with the amortization period beginning on the day on which the transfer takes place. The

13 adjusted amount of CIAC will be amortized above the line (i.e.,as a reduction to depreciation

14 expense that would otherwise be recoverable in rates) over a period of 10 years, with the

15 amortization period beginning on the day on which the transfer takes place. The imputation of

16 AIAC and CIAC to Arizona-American is solely for ratemaking purposes, and not for financial

17 accounting or any other purpose.

I
I
I
I
I 18 in addition to agreeing .to the imputation of AIAC and CIAC, Arizona-American agreed

19 that the Commission may adopt Staffs remaining conditions concerning the sale and transfer of

20 the Acquired Assets. Staff and Arizona-American also agreed that Arizona-Ameriean's request

2 I for.an accounting order to establish the amortizatioN method for any acquisition! adjustment

22 resulting from the transaction should be deferred until a future rate case.

23 Based on these agreements by Arizona-American, Staff is recommending that the

24 Commission should approve the transfer of the Acquired Assets to Arizona~American and should

I 25 not impose any additional terms. conditions or requirements on Arizona~American.

26
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I During the hearing, Staff and Arizona-American voiced their support of the Agreement,

2 believing that its terms are reasonable and in the public interest. AUIA also expressed its

support for the Agreement. However. the remaining party to the proceeding, RUCO, objects to

4 the approval of the Agreement and to the transaction generally, as discussed below.

5 Position otIRUCO

q
J

I
I
I

RUCO maintains the proposed transaction believing that it is not in the public interest

7 and should not be approved unless it is restructured. RUCO argued that the transaction could

8 possibly, in the future. impact on ratepayers. While RUCO did not disagree that consideration of

9 an acquisition adjustment should be deferred until a future ratecase, RUCO argued that the gain

10 resulting from the sale of the Acquired Assets received by Citizens. i.e.. the difference between

the net book \.aloe of the Acquired Assets and the purchase price being paid by Arizona~

6

I I I

12 American. should be shared equally between Citizens stockholders and the ratepayers. RUCO

further argued that the Commission should adopt a sex of criteria to determine what, if any.

14 acquisition adjustment should be allowed in a future rate proceeding. RUCO also suggested that

15 to make this transaction in the public interest, among other things, the transaction should be

16 contingent upon Arizona-American's Board of Directorls approving a letter pledging to invest no

13

I
I
I

17 | less than 15 percent of the purchase price in acquisitions and capital improvements of "resources

18 I stressed" water and/or wastewater utilities in Arizona no later than 72 months after the date the

19 I Commission authorizes the transaction.

20  I Analysis of Disposition of Gain Issue

21 RUCO contended that fundamental principles of fairness support sharing the gain in this

22
I
\

'23

lease. RUCO maintained that ratepayers have shared in the risk associated with the operation of

'the utility assets and that it necessarily follows that ratepayers should share in the gain realized

'24 l from the sale of those assets. According to RUCO, this risk sharing results from the accounting

25 l  treatment prov ided in the National Associat ion of  Regulatory .  Uti l i ty Commissioners

26 ("NARUC") Unitbrm System of Accounts when an asset is retired prematurely. i.e., before a

000l9ZO&O DECISION NO 6 353%
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2

l Futi l i ty ful ly recbvcrs i ts original cos; via depreciat ion- RUCO also'stated that prior CommiSsion

1 decisions support gain sharing.. . .

3 In response, Citizens argued that ratepayers have assumed no riskin cohneetion' with the .

-4 Operation .of Citizens' water.and wastewater -utility~ business. lnvestorshave prov ided the

5 I utility'S.¢apital and bear .the financial risks associated with its operations. Therefore. the

6 Investors should be entitled to'receive any gain tesultine from"the transaction. j,As to prior

7 Commission decisions, Citizens cited three analogous cases involving a sale of an entire line of

8 I Utility business in which the Commission did 'not order gainsharin*2.' Citizens also cited

I
I
I
I

9 I Decision No. 60167 (April 17, I997) in which a utility's natural gas business was sold at é loss.

10 I In that case, the Commission did not order the customers ro share in rheloss.'

This proceeding is similar to the three cases cited earlier by Citizens since it is setline its

12 entire business and will have no further water and wastewater operations in Arizona. The

18 Commission has never required gain' sharing under these circumstances. in the Contel of the

14 West matter, in which Citizens was authorized to acquire all of Contel's telephone properties in

IN Arizona, Staff urge chill the gain resulting from the sale be shared equally with ratepayers.

16 However, the Commission rejected gain sharing in that case.

17 We also do nor believe that ratepayers bear a substantial risk by virtue of receiving utility

18 service in this case..The particular accounting treatment for depreciable plant provided under the

I Uniform System of Accounts. does not shift risk to customers, but rather prescribes particular19

20 accounting adjustments .to properly reflect rate base before and after the retirement of a plant

21 item. The utility owners, i  . its shareholders, ultimately hearth risks associated with the

22 utility's business. While regulation may reduce those risks relative to most non-regulated

.23

24

25
I Citizens/Southern Union, Decision No. 57647 (December 2. l99I): Contel/Citizens. Decision No. 58819,
(October l'l, I994), and GTE/Citizens, Decision No. 62648 (June IS. 2000).

26 s Ajo Improvement Company/Southwest Gas, Decision No.60167 (April 17, I 997).

0ool9zo&o DECISION NO. 6  3  5 8 4
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I businesses, regulation does not shit; 1haiiisk tO ratepayers. who

I service at rates set by the CommisSion. . .

are entitled to receive utility

I 2

'S
.>

4

5

Accordingly, weds not find it appropriate under thecircumstances in this case to require

I Citizens to share with ratepayers. énypart of the gainjit receives from the sale of the Acquired

Assets to AriZona-American. However .this will not preclude the Commission from protecting

I
6 | the ratepayers in the future. -in any..claim' foran acquisition adjustment in a'future rate case, the

7 I Commission can strictly scrutinize the foundation of the claim and determine what amount. if

8 I any, should be approved.

Analysis of Remaining RUCO Recommendations
1

9

10 RUCO's other .recommeNdations pertained to the structure of the transaction and

RUCOIs concerns that this structure could lead to rate increases in the future. RUCO's concern

I N primarily relates to the fact that Arizona~American will not be assuming all of  Citizens`

13 liabilities 'asSocizlted with AIAC and CIAC, which iotaled approximately $80.8 million and $4.-7

14 - million, respectively, at December 31, 1999. According to RUCO, the structure of  the

I la transaction will result in the elimination of AIAC and CIAC as reductions from rate base, which

»

16 will in turn result in an increase in rate base and, eventually, to rate increases.
0
l
I

17 We believe that the Agreement appropriately deals with this issue. Citizens' AIAC and

18 CIAC will be recognized for ratemakingpurposes by Arizona-American, even though Arizona-

19 I American is not assuming those liabilities. By virtue of .this imputation, the. impact of the

20 'structure bf the transaction will be ameliorated. Based on the evidence and the testimony,. the

I approach utilized in the Agreement is reasonable.2 I

22 Further the evidence indicates that the transaction between Citizens, Arizona~Amencan

23 I and AWW was the product of am1s-length negotiations that occurred alter Citizens had adopted

24 I its current business strategy of focusing on telecommunications services and divesting itself of

I its Water and wastewater systems, as well as its electric and natural gas systems throughout the25

26
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l

!

E country. This is not a transaction between affiliated companies. The payment by Arizona-

2 :American will constitute an investment in the Acquired Assets.

;q
J RUCO also expressed concern regarding the impact of the transaction on Citizens'

I 4 'accumulated deferred income taxes ("ADlTs"). which totaled approximately $5.2 million as of

5 December 31, 1999. and Citizens` investment tax credits ("ITs"), which totaled approximately

6 '-$2.2 million as of the same date. Under the Agreement, any decision on the treatment of ADlTs

10

I \

7 land laCs will be deferred until Arizona-American seeks new rates in a future proceeding.
l

8 Staffs recommendation is appropriate under the circumstances herein.

9 Next. RUCO questioned the approach proposed by Arizona-American and Staff. as

!adopted in the Agreement, for dealing with the possible future recognition of an acquisition

adjustment in rates. RUCO agreed with Arizona~American and Staff that it is appropriate to

12 \defer consideration of any acquisition adjustment resulting from the transaction until a future rate

13 l proceeding. in order to afford Arizona-American an opportunity to demonstrate that the

14 I acquisition has provided a net benefit to ratepayers by virtue of improved operating efficiencies.

economles of scale and other synergies. However, RUCOIs witnesses also contended that the

16 Commission should adopt a set formula that would be used in connection "it any future

'determination of the amount of the acquisition adjustment.

IN

17

18 :

19 . acquisition adjustment. We believe that such a determination should be made at the time all the

20 | facts and circumstances are known. Staff's recommendation concerning the basis on which the

21 . Commission will allow the recovery of an acquisition adjustment is reasonable and in the public

77 T interest. Arizona~American is cautioned that the Commission will require Arizona-American to

We have concerns about the adoption of a set, mechanical formula to quantify a future

73 demonstrate that clear. quantifiable and substantial net benefits to ratepayers have resulted from
I

x

24 f the acquisition of.Citizens' systems that would not have been realized had the transaction not

occurred before the Commission will consider recovery of any acquisition adjustment in a future

26 i rate proceeding.
i

;
l

25
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l RUCO was also critical of Arizorxa-Americanls failure to assume all ofICitizens' lDRBs.

2 As stated, Arizona-American will assume certain lDRBs. which total approximately $10.6

q
_)

million. The IDRBs that will be assumed constitute low-cost capital. The average cost of the

4 IDRBs that will be assumed by Arizona-American 3.55 percent per annum during 1999.was

5 RUCO believes that there may be three additional Citizens bond issues, representing low-cost

6 capital, that will not be assumed in connection with the transaction.

I
I
I
I
I
| 7 Arizona-American, in its testimony, has acknouledQed that other bonds have been issued

8 by Citizens. The evidence indicates, however. that in contrast to the IDRBs that will be

9 assumed, the other bonds vtould require unanimous consent from all bond holders in order lo be

10 assumed. which would be administratively difficult, if not impossible, to accomplish within the

time frame al' the transaction. The additional costs to Arizona-American to replace these low-

I'> cost IDRBs Mth alternative forms of Glancing "as not ascertained.

13 We Lind that it would not be feasible for Arizona-American to assume the remaining

14 bonds and it would not be reasonable to impute these bonds to Arizona-Americanls capital

15 structure. The remaining bonds will continue to be an obligation of Citizens and will continue to

16 be included in Citizens` capital structure in its ongoing telecommunications business.

17 Finally, RUCO recommends that authorization of the transaction be made contingent on

18 Arizona-American pledging to invest not less than 15 percent of the purchase price for tHe

19 Acquired Assets, or approximately $35 million. in acquisitions and capital improvements of

20 "resource stressed" water and/or wastewater utilities in Arizona, These acquisitions and capital

21 improvements would have to be made within 72 months from the date on which the Commission

22 approves the transaction.

23. The Commission recognizes that there are small water and wastewater utilities in Arizona

24 that may need technical and financial assistance. Indeed. the Commission has provided such

25 assistance to small water and wastewater utilities through workshops and the development of

26 policies aimed at improving their financial viability. However, it is not reasonable to compel a

000l9"08.0 oEclslon no. Q  3 5 8 4
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1 private utility to spend in excess of $35 million to solve these problems, nor is it clear that the

2 I Commission has the authority to do so.

l

q
.> Arizona-American has indicated i ts wi l l ingness Io work with the Commission in

4 'developing solutions to service problems being experienced by small, troubled utilities. By

5 | virtue of acquiring Citizens` systems in Arizona, Arizona-American will be in closer proximity

6 | to a number of  these systems. and the Commission would expect Arizona~American, as

7 | circumstances warrant, to seriously consider acquiring these systems or otherwise provide

8 1 technical or financial assistance. For these reasons. we do not believe it is appropriate to impose

9 | such a mandate on Arizona~Americar\.

10 * * * * * * * =i= * #B

I I Having considered the entire record herein and being_ fully advised in the premises. the

12 Commission finds, concludes, and orders that:

13 FINDINGS OF FACT

14 I

16

Pursuant to authority granted by the Commission, Citizens provides public water,

15 wastewater, electric, natural gas and telecommunications services in various parts of Arizona.

Pursuant to authority by the Commission. Arizona~American. a wholly owned

17 subsidiary of AWW. provides public water service to approximately 4,600 customers in the

2.

18 | Town of Paradise Valley, the City of Scottsdale and in certain unincorporated portions of

19 1 Maricopa County, Arizona. Arizona-American is presently classified as a Class B water utility.

20 3. On March 24, 2000, Ci t izens and Arizona-American f i led an Appl icat ion

21 | requesting approval of the sale and transfer of Citizens' water and wastewater utility assets in

I Arizona together with the transfer of Citizens' Certificates to Arizona~American.22

23 4. RUCO and the AUIA were granted intervention in this Docket.

24 5. Public notice of the Application and hearing thereon was published in various

I newspapers throughout Arizona within and in the vicinity of Citizens' and Arizona-Americanls

'76 I certificated service areas.

25
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l 6. Customers of Citizens were also.notified of the Application bymeans of a written

2 Ibo insert.

'\
.> 7. CilizenS° is IO focus oncurrent business strategy #he provision o f

1.4 I telecommunication services and .tQ.~~expand its telecommunications Qsubsidiaries`. _operations

in rural5 | through the acquisition Of wircccnters aNd access lines from other providers, primarily

6 I  areas;  . ..

7 8. in the furtherance of . this business strategy, Cit izens is sel l ing i ts water,

8

9

| wastewater, electric and natural gas utilities and applying the proceeds to' finance acquisitioNs

| and Other businessaCtivities in the telecommunications industry. t

10 9.

11

AWW and its subsidiaries, including Arizona-American, are the Iérgest privately-

| owned water utility system in the United States. providing water, wastewater and other water

12 | resource management services ro approximately three million customers in 23 states.

13 IO. AWW is financially sound, and has the experience, expertise and resources to

14 | assume and perform Cilizens` public service obligations.

15 I I On October 15, 1999, Citizens, Arizona-American and AWW entered into an

16

17

| asset purchase agreement under which Arizona-American will acquire all of the water and

| wastewater utility assets together with the requisite Certificates held by Citizens in Arizona.

18 12. Arizona-American will pay a purchase price of approximately $231 million which

19

.20

21

| includes the assumption of approximately $l0.6 million of existing debt i.n the ~form of

outstanding lDRBs. The purchase price is subject to adjustment either higher or lower based on

I plant additions and retirements occurring after June 30, 1999.

22 13. Arizona-American will finance the transaction through a combination of debt and

23

24

25

| equity, resulting in Arizona~American having a capital structure of 55 to 60 percent debt and 45

| to 40 percent common equity. This debt to equity ratio is comparable to the capital structures of

1 most large, publicly~traded water utilities.

26
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14. Staff is recommending that the Application be épprbveli for the sale and transfer

2 lot CitizeNS' Water had wastewater utility assets including the Certificates to Arizona American

3 isubjett to the fqllowiitg conditions: .

4 decision on the ratemaking treatment 'of an .
excess deferred taxes and investment tax credits be deferred until a

acquisition adjustment,

5

that any
deferred taxes,
future rate proceeding,

6
s

7

that if recovery of any acquisition adjustment is .auth6.rized inlthe .future it should
.be based bf Arizona-Arnerieah.' .'ability todemqnstrate that clear, qdantihable
-and substantial net ruche have been realized by ratepayers in the affected areas.
which would not have been realized had the transaction not occurred,

8

9

10

that Arizona-American file, 30 days after the first anniversary of the transaction, a
report which compares the number of complaints received by the ComMission
under Citizens' ownership and under Arizona-Americanls ownership and provide
an explanation of any significant changes in the number and importance of the
complaints received. Staff should revietv the data and. if neceSsary, make a
recommendation to the Commission of any further action to be taken,

I

IN

13

that an imputation of the benefits related to AIAC and CIAC received by Arizona-
American should be made in subsequent rate proceedings for each former
Citizens system as recommended by Staff in its direct testimony;

14

15

that Arizona-American shall be required to secure prior Commission approval of
any amendments to, or transfers of agreements relating to the purchase of water,
such as Citizens' CAP water subcontracts, and

16

17

that Arizona-American shall charge ratepayers for services based on the rates,
charges, and service tariffs in effect at the time of closing in each Citizens service
territory, until such time as Arizona-American files general rate proceedings for
each service territory.

18

19 15. On September 26, 2000, Staff filed the Agreement that is marked Exhibit A. The

20

Zl

1 Agreement resolves .all issues relating to the terms and conditions under which the Acquired

I Assets may be sold and transferred to Arizona-American. .

22 16. lee the Agreement, Arizona-American acknowledged that it will follow Staflls

23 I recommendations if they are adopted by the Commission.

24 17. While RUCO did not oppose the treatment of the acquisition adjustment in a

25 I future rate proceediwl, it neither joined in signing the Agreement nor suggested a workable

26
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I

2

| alterative approach to that agreed upon by Arizona-American and Staff in the Agreement in this

I instance based on our prior treatment of similar transactions.

'\
J ms. Arizona-American is a tin and proper entity xo acquire Citizens` utility assets and

I
I 4

5

Certificates and to assume Citizens` public service obligations for the operation of the utility

I systems in Arizona.

6

7 I hereto as Exhibit A is in the public interest.

19. Staff and Arizona-American believe that the approval of the Agreement attached

8 20 Based on our review of the evidence, Slaffls recommendations in Findings of Fact

9 No. 14 and the Agreement are reasonable and in the public interest. Therefore, the transfer of

10 Citizens' u.at€r and uaslev.'al€'r utility assets and Certificates to Arizona~American should be

approved .

IN CONCLUSIONS OF LA\V

13

I Citizens and Arizona-American are public serv ice corporations within the
14

15
meaning of Article XV of the Arizona Constitution and A.R.S. §§ 40-281, 40-282 and 40-285.

16 7 The Commission has jurisdiction over Citizens and Arizona-American and over

17 the subject matter of the Application.

18 '\
_)_ Citizens and Arizona-American provided notice of this proceeding in accordance

19 .
I with the law.

20I 4. There is a continuing need for public water and wastewater serv ice in the
2 I

I certificated service areas of Citizens
77

23 5. Arizona~American is a fit and proper entity to receive the Certificates of Citizens.

24 6. The Application of Citizens and Arizona-American, the Agreement and the

25 I conditions recommended by Staff in Findings of Fact No. 14 should be approved.

26I
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I

I ORDER

2 IT IS THEREFORE ORDERED that the Joint Application for Approval to Transfer the

I Assets and Certificates of Convenience and Necessity ofICitizens Utilities Company, now known

4 lag Citizens Communications Company, together with its Agua Fria Water Division. Mohave

5 1 Water Division. Sun City Water Company. Sun City Sewer Company, Sun City West Utilities

6 i Company, Citizens Water Services Company of Arizona, Citizens Water Resources Company of

7 Arizona. Havasu Water Company and Tubae Valley Water Company, to Arizona-American

g I Water Company be. and is hereby. approved.

q
.>

I
I
I
I
I

9 IT IS FURTHER ORDERED that Arizona~American Water Company shall comp} "it

10 the terms, conditions and requirements as set forth in the Staff Settlement Agreement, attached

hereto as Exhibit A. and with Staffs recommendations in Findings of Fact No. 14 hereinabove.

IT IS FURTHER ORDERED that Arizona~American Water Company shall file. within

13 30 days from the date on which the acquisition has been completed, with the Director of the

14 Commission's Utilities Division, appropriate documentation evidencing its acquisition of the

IN

15 Citizens Utilities Company now known as Citizens Communications Company's Arizona water

16

17

and masleu amer utility assets.

IT IS FURTHER ORDERED that Arizona-American Water Company shall notify its

18

19

20

21

customers of the effective date of the transfer of the utility assets and of its assumption of the

'obligation to provide water and wastewater utility services at the existing rates by means of an

I insert in its first regular monthly billing or by other appropriate means immediately following the

late it files the documentation with the Director of the Utilities Division.

22 IT IS FURTHER ORDERED that Arizona-American Water Company shall File, within

'23 a copy

24

l15 days of the date it files the documentation with the Director of the Utilities Division.

I of the notice it provides its customers.

25

26

00019ZO&O DECISION NO 4 3594

I
I
I
I
I
I
I
I
I
I

17



I
DOCKET NO \V-0103ZA~00-0192 ET AL

I
I

I IT IS FURTHER ORDERED that Arizona-American Water Company shall continue to

2

3

4

charge the existing rates and chztr2es of the transferred utility companies until further Order by

I the Commission.

IT IS FURTHER ORDERED that Arizona-American Water Company shall continue to

I

5 | file all periodic reports, and comply with all outstanding compliance matters previously required

6 | of Citizens Utilities Company, now known as Citizens Communications Company relative to the

7 l acquired water and wastewater operations.

IT IS FURTHER ORDERED that Citizens Utilities Company shall maintain its books

10 \

db

CMMISSIONER COMMISSIONER

/'N WITNESS WI-IEREOF, I, BRIAN C. McNEIL.
Executive Secretary of the Arizona Corporation
Commission, have hereunto set my hand and caused the
official seal of the Commission to be affixed at the Capitol
in Phoenix,

,2001
the this JV//# day of

4
'8,é1An c.t16nE1L ,
EXECUT} E SECE 8TARY

/

s

9 | and records for the transferred utility companies for a period of 5 years from the effective date of

I this Decision.

IT IS FURTHER ORDERED that this Decision shall become effective immediately.

12 BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

13 /
14 *'"`

15

16

17

18

19

20

21

22

7.3

24

25

26
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6 I Michael M. Grant
GALLAGHER & KENNEDY

7 I 2575. East Camelback Road
. Phoenix, Arizona 85016-9225
8 Atlofneys for Citizens Communications

Company, et al. . .
I

|

I

19

101
ml

Norman D. James
FENNEMORE CRAIG .
3003 N. Central Avenue, Suite 2600
Phoenix, Arizona 85012-2913
Attorneys lot Arizona-American Water Company

la

13
Walter W. Meek, President
Arizona Utility .Investors Association
p. o. Box 34805
Phoenix, AZ 85067la

I
I

15 | Christopher C. Kempley, Chief Counsel
Legal Division

16 I ARIZONA CORPORATION commIsslon
1200 West Washington

17 I Phoenix, As 85007

I ARIZONA CORPORATION COMMISSION
1200 West Washington . .

18 I Deboral8 Scott, Director
Utilities Division

19

20 Phoenix, AZ 85007

21
StatlfAttomey I

22

23

1 Daniel W.Pozellsky

I Residential Utility Consumer Office
Suite 1200

I 2828 North Central Avenue
Phoenix, AZ 85004

°4

'25
3099.0035/898296

`26
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:

BEFORE THE ARIZONA CORPORATION COMMISSION
5

~6 !APPUCATION oF CITIZENS DOCKET nos.

8

MOHAVE WATER DIVISION
OF CITIZENS UTILITIES COMPANY; SUN

9 sun. CITY .WEST
COMPANY; CITIZENS WATER

AR\zonA;

";W-01032A-00- 0192
W-Q1032B;OO- 0192
.W-O1O32C-OO- 0192
S~02276A-00~ 0192.
.W$-02334A-00-01 92
W$.Q3454A-00-01 92
WS-03455A~00~01 92
W-0201 3A-OO- 01 92
VV~O1 595A-OO- 0192
\.°v-O1 303A-OO- O1 92

11

12 I
13 WATERI
14

SETTLEMENT AGREEMENT BETWEEN
ARIZONA CORPORATLON

COMMISSION STAFF AND ARIZONA-
AMERICAN WATER COMPANY

tIN THE MATTER l1OF THE 3 JOINT
fUTILITIES

8 COMPANY; AGUA I FRIA WATER
7 ;o l v l s l on OF CITIZENS UTILITIES

ICOMPANY;

i c I l y WATER COMPANY; SUN CITY
ISEWER COMPANY;
I UTILITIES

10 'sERvicEs COMPANY OF
ICITIZENS WATER RESOURCES
COMPANY OF ARIZONA; HAVASU

-WATER COMPANY AND TUBAC VALLEY
WATER COMPANY, INC., FOR

,APPROVAL OF THE TRANSFER OF THEIR
AND WASTEWATER UTILITY

ASSETS AND THE TRANSFER OF THEIR
CERTIFICATES OF PUBLIC CONVENIENCE
AND NECESSITY To ARIZONA-
AMERICAN WATER COMPANY ANO FOR
CERTAIN RELATED APPROVALS.

15

On March 24, 2000, Citizens Utilities Company (now known as Citizens'-

16l
I

11 I
18' g Communications Company), its

19 F Division, Sun City Water Company, Sun City Sewer Company, Sun City We$;.

Agua Fria Water Divisiori, its Mohave Water

I
I 20

2 I

:Utilities Company, Citizens Water. Services. Company of Arizona, CitiZens Water

Resources Company of Arizona, Havasu. Water Company and Tubac Valley Water

Company f

Company (collectively, "Citizens°') and Arizona~Americar\

23 filed with Arizona Corporation CommisSion

22 Water

Q ("Arizona-American") the
l • • - ¢ ¢ . . • .
l("Comm1ss1on") a }ont application for
|_ .24 the approval of the sale and transfer of

Citizens water25 and wastewater utility plant, property and assets in Arizona,

26 §ir\cludir\g transfer of Citizens' certificates of convenience and necessity
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I
l I ("Certificates"), to Arizona-American pursuant to A.R.S. § 40-285.

The Commission's. Utilit ies Division Staff  ("Staff") has investigated the

I 5

Arizona-American has

8

I

2

3 I applicat ion and has recommended that the applicat ion be approved by the

4 I Commission, subject, however, to certain conditions and requirements, which are

I set forth in the Direct Testimony of Linda A. Jaress, filed in this docket on August

6 l 14, 2000, at pages 18-19 ("Staf f  Recommendations").

7 'indicated that it is willing to accept the Staff Recommendations, with the exception

l of the recommendation that Citizens' advances in aid of construction ("AIAC'°) and

'contributions in aid of construction ("ClAc"l be imputed to Arizona-AmeriCan.9

10

11 'concerning the matters in dispute with respect to the application and have reached

Representatives of Staff  and Ari~or.a-American have had discwssiorns

12 a settlement. The purpose of this Settlement Agreement is to memorialize the

13 agreement that has been made by and arNorng Staff and Arizona~American, which

resolves all areas of disagreement relating to the terms and conditions under which14

I 15 Citizens' Arizo'na water and wastewater assets and Citizens' Certificates may be

16 \transferred to Arizona-American.

1. AIAC lrrmutation, Amortization. As of December 31,1999, Citizer\s'*

Citizens' AIAC balance as of the date on which

Such imputation

I
I
I .22

17

18' IAIAC balance was_$8.0,818,669.

19 Citizens' water and wastewater assets and Certificates are transferred to Arizor\a;.

20 'American and Arizona-American becomes responsible for the provision of water

21 land wastewater services will be imputed to Arizona-American.

shall be solely for ratemaking purposes. The total amount of AIAC imputed will be

23 adjusted as more particularly provided below. The adjusted amount_of AIAC will be

24 I amortized below the line (i.e., no impact on expenses) over a period of 6.5 years,

25 with the amortization period beginning on the day on which the transfer takes

26 place.

Fssssuoae CaA1G l PHX/'NIAMES/l l09l26.l/7324-i,02l
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2. CIAC ImpUtation, Amortization. As of December it, 1999, Citizens'
¢ .

2 CIAC balance. .. was $'4,734,430. Citizens' CIAC balance as of the date on which

3 Citizens' water .and wastewater assets and Certificates are transferred to Arizona-

4 American and Arizona-American become iespdnsible for the provision of Wétei and

Such imputation
I
I
I

The adjusted CIAC

vo

5 .s Wastewater services .will also be imputed tOArizona-Americari.

6 shall 'be solely for .ratemakingpurposes.. The total amount of .CIAC 1o.~.be imputed

. .~7 l rd Arizona4Americah will also be adjusted as provided below.

8-1 balance.imputed to..Arizona-American will be amortized' above the line (iQe.,"as.a

9 I reduction to depreciation expense) over a period of 10 years, with the amo'rti;ation 4

10 period beginning on the day on which the transfer takes place.

!
1 1 *. Adiusirnem to Recorded AIAC and CIAC Balances. The amounts of

I

12 I AIAC and CIAC to be imputed toAri.zona~American for ratemaking purposes Will be

13 l based on the actual balances shown on Citizens' regulatory books as. of the date of

14 I the transfer, adjusted as follows: An amount equal to five percent (5%) of

15 I Citizens' AIAC balance at the time of the transfer will be reclassified as CIAC and

16 l added to the CIAC balance, and the same amount will be deducted from Citizens'

17 l AIAC balance in computing the amounts to be imputed to Arizona-American .for-.

18: I ratemaking purposes hereunder.

9 19 4. Arizona-American

. 20

21.

Adoption of Remaininq Staff Recommendations.

agrees that the Commission may adopt the remaining Staff Recommendations, as

l set for'th in the Direct Testimony of Linda A.Jaress. .
' 4

22 5. Deferral of Determination of Amortization Method. The parties agree

29
24

I that order to the

I amortization method for any acquisition adjustment resplting from the transaction

I should be deferred until a future rate case.

Arizona-American's request for an accounting establish

I 25

26 6. Transfer in the Public Interest. Based on the foregoing agreements

Fssnzuonz Cr.AlG I pl-lx/n1A:»1Es7\x09\26.\ns244.ozl
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1

2

I 3

4

5

7

8

9

10

12

13

land understandings, Staff agrees that Arizona-American is a fit and proper entity to

acquire the Certificates and that the Commission should authorize and approve the

transfer of Citizens' Arizona water and wastewater assets to Arizona-American on

the terms set forth herein. No additional ter.ms, conditions or requirements are

I necessary or appropriate.

6 7. Supoort and Defend. This Settlement Agreement will be introduced as'

I an exhibit during the hearing on the application, presently set for September 27,

I 2000. Arizona-American and Staf f  will jointly request that the Settlement

I Agreement be received into evidence, and agree to support and depend this

Settlement Agreement and the transfer of Citizens' water and wastewater assets

I and the Certif icates to Arizona~American on the terms set forth herein as just,

I reasonable and appropriate based on the particular circumstances presented in this

I application.

8.14 Compromise, No Precedent. This Settlement Agreement represents a

15 I compromise in the positions of the parties hereto. By entering into this Settlement

16 Agreement, neither Staff  nor Arizona-American acknowledges the validity or

17 'invalidity of any par ticular method,.theory or principle of regulation, or agrees that'-

18' law method, theory or principle of regulation employed in reaching a settlement is

19 I appropriate for resolving any issue in any other proceeding, including without...

20 limitation) any issues that are deferred to a subsequent rate proceeding. Except as .

21 'specifically agreed upon in this Settlement Agreement, nothing contained herein

22 twill constitute a settled regulatory practice or other precedent.

83 9, Privileged and Confidential Neqotiations. All negotiations and other

24 l communications relat ing to th is Sett lement Agreement are privileged and

l conf ident ia l,  .  and no party is 'bound by any posit ion asserted during the

26 i negotiations, except to the extent expressly stated in this Settlement Agreement.

25
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I s such, evidence of statements that were made or other conduct occurring during

the co\4rseof the negotiation bi this" Settlement AgreemeNt is not admissible in 3f'!Y

'proceeding before the Commission or acOurt.

10. Comolete Agreement.4 jThis-Settlement .Agreement represents the

5 'complete agreement of the parfies with respect to its subject matter. There are no

5 I understandings or commitments other than those expressly set forth herein.

OATEO this Z N day of September, 2ooo.7

8 ARIZONA-AMERICAN WATER COMPANY~IAFuzonA CORPORATION
I COMMISSION STAFF

s

9

10 c. D 01/12V~IBvr By:
11

12

13

*bteven.M. Gaea
Acting Director,Utilities Division
Arizona Corporation Commission
1 200 West Washington Street
Phoenix, Arizona 85007

/ I  f f w v -

Norman D. James
FENNEMORE CRAIG .
3003 N. Central Averu}e Suite 2600
Phoenix, Arizona 8501 2-2913
Attorneys for Arizona-AMerican

Water Company .
14

An original and 10 copies of the
15 foregoing was delivered this

day of September, 2000, to:
16

Docket Control
17 I Arizona Corporation Commission

1 200 West Washington
18, I Phoenix, As 85007

04

22 r

•

19 lA copy of the foregoing
was delivered this day of

20 September, 2000, to: ' '

21 Ixaferi E. many .
Assistant Chief Administrative

Law Judge .
Hearing Division

23 'Arizona Corporation Commission
1200 West Washington

24 1 Phoenix, AZ 85097
C

25

26
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1
mailed this

9

2

copy of the foregoing
was telecopieédldelivered and

lay of  September,2000, to: >

3

4

5

6
|

7

Daniel W.. Pozefsky
Staf f  Attorney . ,
Residential Utility Consumer Office
2828 North Central Avenue
SUite 1 200
Phoenix, AZ 85004-
(602) 285-0350
Walter W, Meek, President
Arizona Utility lnvestors Association
| . O. Box 34805

8 Phoenix, AZ 85067
(602) 254-4300 r

I
10

•
1

Craig A. Marks .'
Associate General Counsel
Citizens Communications Company
2901 N. Central, Suite 1660
Phoenix, AZ 85012
(602) 265-341 5Hz

I

13

14 Icy:

15

i
1
!

i16

17

18 z

I

I:
19

20
Q

I 21
4

O

•

22

23

24

25

26
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AMERICAN WATER WORKS - SHARED SERVICES CENTER
CITIZENS ACQL]ISITI0N _
Final Acquisition Journal Entry - Arizona

F:\RATES\Arizona Citizens Rate Case\[Az Czn Entries Fina

1. RECORD UTILITY PLANT PURCHASED (Booked in Jan Based on Nov Info) JE2301, declass debt JE231

I
|
I
I

230105104000
230105201200
230105221120
230105221100

Utility Plant Purchased/Sold
Common Stock
Bonds Inside
Bonds Outside

276,471,277
110,888,158
154,948,119
10,635,000

2. RECORD ACQUISITION - NET ASSETS

276,471 ,277

I
3,371

500,000
1 ,723,245

R
R

71,151
825,523

47,496 R
27,730

27,730
9,027

9,027
382,751

382,751
4,952

4,952
R581,849

99,208
30,557

896
24,374

R

1 ,057,874
9,672
5,654

195
272,822,609

19,974
6,1 10,694

2,500
Exb I

663,525

55,775,969
9,253 .

R
143,867 R

418
97,658

201,088
497,393

48,222
96.961

294,013
28,554

22,458
44,971

CZN record net assets
230105.10400
230105.134100
230105.146100.001
230105.141000
230105.141000
230105.144000
230105.143000
239902.241249.002
239902.241249.001
239903.241249.002
239903.241249.001
239901 .241249.002
239901.241249.001
239905.241249.002
239905.241249001
230105.146100.001
230105.146100.001
230105.153000
230105.165500
230105.165500
230105.165500
230105.105110.1 CZN x
238305.146100.001
236206.675000.2135
236406.675000,2135
230105.101099
230105.101099
230105.105110.1 CZN X
230105.108105
230105.108105
230105.183000
230105238010
238905.186898.DD230001 s
236205.186898.DD230001 s
236205.1B6898
236205.186898
236405.186898.DD230001 s
236405.186898
236405.186898
236105.186898.DD230001 S
236105,186898
236105.186898
236105.186898
230105.186898
230105.181110

JE#
Utility Plant Purchased/Sold
Petty Cash
A/R Other Manual (Notes Rec)
Accounts Receivable
Accounts Receivable-unexplained difference
Unbilled Revenue
Allowance for Doubtful Accounts
Collection for Others (agua fn'a)
Collection for Others (agua Fria)
Collection for Others (Sun City)
Collection for Others (Sun City)
Collection for Others (Surprise)
Collection for Others (Surprise)
Collection for Others (Sabrosa)
Collection for Others (Sabrosa)
Misc A/R - Manual
Misc A/R - Manual _
Materials & Supplies-Stk E
Prepaid Postage
Prepayments - Transition services
Prepayments CAP Legal Services
Capital Exp. Invoices paid by Citizens
Sabrosa Water Well Project
Sun City Main Repairs
Sun City West Main Repairs
Utility Plant
Utility Plant CBSC Assets
CWlP
Accumulated Depreciation
Accumulated Depreciation CBSC Assets
Preliminary Survey & Investigation
Customer Deposits
Ground Water Withdraw Fee
Ground Water Withdraw Fee
DDA -Other
DDA -Other
Ground Water Withdraw Fee
DDA -Other
DDA -Other
Ground Water Withdraw Fee
DDA -Other
DDA -Other
DDA -Other
DDN Other (regulatory assets)
Unamortized Debt Expense - outside

2,929,500
1,392,615

387,690
R

1



22,990
1,972,236.00

886,624 sch
23,364,564 sch

284,879 sch

230105181110
230105241998
230105236151
230105252120
230105262411
230105840000
230105234300
230105114100

Unamortized Debt Expense - outside
Other Cun'ent Liability - analyzed
Accrued Property Taxes
Advances for Const
DCN - Advance Payments and Deposits Other
Interest Exp Other
A/P Misc. -Net Cash Payable
UPAA"

30,921

71.118,430
361,801,197

2,030,554

361 ,801 ,197

UPAA DETAIL Initial UPAA
Initial Cash Payment (line 5)
Less: Net Assets Purchased

Initial UPAA

266,618,443
195,489,291
71,129,152

Difference 10,722

10,722 Part of IL workpapers

I
I
I
I
I
I

CBSC Assets not on Citizen's AZ Balance sheet
but should be according to the schedule

3. RECORD UTILITY PLANT DETAIL
GARY TO RECORD
230105.101099
230105_101000.XXXXXX
230105.101000.xxxxxx
230105.101000.xxxxxx
230105.101000.xxxxxx

Utility Plant (incl CBSC Assets) 272,842,583
xxx
xxx
xxx
xxx

4. WRITE-OFF INVENTORY To EXPENSE (CREDITED EXP WHEN LOADED)
CZN W/O Inventory#4 JE#
230105.57/000.16
230105153000

Misc Over Exp AG
Material & Supplies

30,557
30,557

5. EXPENSE PREPAID POSTAGE

JE#CZN - w/o prepaids#5
230105.575000.16
230105.165500

Misc Expense
Prepayments

896
896

6. EXPENSE PREPAID MOTOR VEHICLE TAXES AND CAP Leqal
CZN - w/o prepaids#6 JE#
230105.575000.16
230105.165500
230105.165500

Misc Exp
Prepayments
Prepayments

21,874
2,500

24,374

7. To WRITE OFF UNBILLED REV.
CZN - w/o unbilled #7
236105.401120
236105.401220
236105.401520
236205.401120
236205401220
236405.401120
236405401220
237105.401 120
237105401220
237105.401520
237305.401 120
237305.401220
238305.401 120

JE#

I
I
I
I
|
I
I
I
I
I
I

Aqua Fria Res
Aqua Fria Comm
Aqua Fria OPA
Sun City Water - Res
Sun city Water - Comm
Sun City West - Res
Sun city West - Comm
Mohave - Res
Mohave - Comm
Mohave - OPA
Havasu Res
Havasu Comm
Distco Res

120,069
29,652
24,609

21 1 ,176
36,464

107,910
22,191

115,155
32,575
4,601

17,944
5,827

71,303



238305.401220
238905401120
238905401220
230105.144000

Distco Comm
Tubae Res
Tubac Comm
Unbilled Revenue

9,753
13,783
2,510

825,523

in

8. CAPITAL INVOICES PAID BY CITIZENS NEED TASK ORDER NUMBERS
NO ENTRY NEEDED
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
TaskOrder
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order

Anthem Valve Vaults Task Order 5
Anthem Water Treatment Plant pp 3
Anthem Solids Handling Facility
Sun City West Reclaim Faculty
Sun Village Well #5
Sun Village Water Plant Mods
Sun Village SCADA
Sun City Grand Water Plant #1.
Anthem Project Mana Phase 4
Anthem Water Campus WTP 4MGD
Anthem Water Campus Tank #2
AT/AF interconnect
Oakmont Dr. Water Replace
Anthem Remote Vault Float Valve
Anthem Valve Replacement
Sun City West Service Replacements
Sun City Sewer Flo Mtr SCADA RTU
Water test Agua Fira
Water Test Sun City
Water Test Anthem
Sun City/Sun City West Grdwtr Svgs
Sun City/Sun City Wst Well Study
Whitestone Water Reclaim Fac
Anthem Finished Water Res.#2
Sun city Grand SCADA
99th & Olive Flow Meter
Sun Village Booster Station
Surprise Main Replace
Anthem Phase 2
SUB - TOTAL

Need Task Order Sun Valley Water Treatment Plant

Wason the PA line of Exhibit I should be AZ

15,366
51,093

344,109
70,913
18,900
11,129
2,240
7,990

76,444
310,975

3,757
1,147
1,965
7,410
5,124
5,916

11,266
88
70

640
3,016

25,415
5,846

47,735
1,560
1,318
3,494
1 ,520
1,851

1,038,299
19,575Not On D. Baker's sheets

TOTAL 1,0571814

q s

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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Citizens Business Services Company (CBSC)
Net Book Value of Assets - Banner System & Non Banner Items

Al January 15, 2002

Cate o Descriolion
Capitalized

Cost
Accumulated
Depreciation

Est. Net
Book
Value

Allocated by Slate
Illinois Arizona

5
6
7
8
9
Q
9
10
11
12

Furniture 8- fixtures:
Office furniture
Work tables, files & storage cabinets
Copier
Facsimile machine
File sewer a. software - Sun City, As
File server 8. software - Harvey, LA
File server & software - Woodridge, IL
PCs and software
Misc.
PC credit services
Total Furniture & Fixtures

2,497
3,582
1,565
2,455

19,974
99,870
79,895
53,085

2,465
7,056

272,454

1,157
1,662

728
1,141
9,253

45,263
37,011
24,595

1,141
3,271

126,222

1 ,340
1,920

837
1,324

10,721
53,607
42,884
28,490
1,324
3.785

146,232

1 .340
1 ,920

837
1.324

O
53,607
42,884
28,490
1,324
3,785

135,511

0

0

0

0

10,721

0

0

0

0

0

10.721

13

14

15

16

17

18

19

Data Center Implementation:
HAVC System (50% )
UPS unit
Generator
Fire suppression system
Raised flooring
Equipment racks /workstations
Telephone / data wiring
Total Data Center Implementation

58,276
81,342
99,337
44 v442
10,212
33,989
22,144

349,742

27,000
37,677
46,018
20,589
4,726

15,748
10,256

162,014

31 ,276
43,665
53,319
23,853
5,486

18,241
1 1,888

187,728

31,276
43,665
53,319
23.853
5.486

18,241
1 1,888

187,728

0
0
0
O
o
0
0
0

20 Computer hardware HP 9000 8 HP-UX 705,391 326,768 378,623 378,623 0

28

29

30

31

Maitinq Center lmolementationz
HVAC system (50%)
Ceiling tile
Carpet padding
Canape
Total Mailing Center Implementation

36,260
1,514

404
3,082

41,260

16,797
705
184

1,425
19,111

19,463
809
220

1,657
22,149

19,463
809
220

1,657
22,149

0
0
0
0
0

,32 Automated mailing system 316,328 146,541 169,787 169,787 0

33 Billing printer 202,150 93.647 108,503 108,503

34 Postage meter 1,046 3.263 3,783 3.783

0
0
0

Total Allocated Assets 1 ,894,371 877,566 1,016,805 1,006,084 10,721

Assets Exoected to Retain
Banner System 2,956,710 1,369,691 1,587,019

Other Llnatlocated Assets 138,501 64,194 74,407

Software License cost transferred from LGS 12/00 1,223,780 265,152 958,628

Total Retained Assets 4,319,091 1,699,037 2,620,054

I
I
I
I
I
I
I

I
I
I
I
I
I
I
I
I
I
I
I

Total CBSC Assets 6,213,462 2,576.603 3,636,859
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Arizona-American Water Co.
Citizens Acquisition - Phase 3 Costs
As of September 30,2002

Service Company Charges
lntergration Services (Consultants)
Miscellaneous (data lines, oNce trailer rental)
Notices to Customers

2000
165,778

2001
235,692

167,778

1,497
375

239,564

2002
217,655
357,932

450
5.407

383,445

$
$
$
$
$

Total
619,125
157,932

1,947
5,782

784,784

F:\RATES\Arizona Citizens Rate Case\[Phase 3 Acquisition Costs.xls]Phase 3

I
I
I
I

I
I
I
I
I
I
I
I
I
I
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Arizona American - Management Fees Allocations

Line

1
2
3
4

Annual Management Fee $ 5,153,711

Location

4 Factor
Formula
Factor

Management Fee
Allocation

$Mohave Water, Havasu Water
Mohave Sewer
Sun City Water
Sun City Sewer
Sun City West Water
Sun City West WasteWater
Agua Fria, CWS, CWR Water
CWS, CWR Sewer
Tubac Valley

0.1157
0.0070
0.1797
0.1014
0.1001
0.1072
0.2300
0.0558
0.0075

596,284
36,076

926,122
522,588
515,886
552,478

1 ,185,353
287,577
38i653

TOTAL CUSTOMER COUNT 0.9044 $ 4,661,016

5
6
7
8
g
10
11
12
13
14
15
16
17
18

19
20
21

Arizona American - Management Fees Allocations

I Line
J.

1 Annual Management Fee $ 5,153,711

Location

4 Factor
Formula
Factor

Management Fee
Allocation

Mohave Water
Havasu Water
Mohave Sewer
Sun City Water
Sun City Sewer
Sun City West Water
Sun City West WasteWater
Agua Fria
CWS/CWR Water

0.1011
0.0146
0.0070
0.1797
0.1014
0.1001
0.1072
0.1384
0.0916

$ 521,040
75,244
36,076

926,122
522,586
515,886
552,478
713,274
472,080

CWS/CWR Sewer 0.0558 287,577

Tubac Valley 0.0075 38,653

2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22

23
24
25

TOTAL CUSTOMER COUNT 0.9044 $ 4,661,016
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ARIZONA-AMERICAN WATER COMPANY
FOUR FACTOR ALLOCATION

I
I
I
I DI sTIé1cT/co .

PLANT
IN

SERVICE

GENERAL
METERED

CUSTOMERS
SALARIES &

wAGES

DIRECT O&M
EXPENSES

(EXCLUDE PR)

4 Factor
Allocation

%

SUN CITY SEWER
DISTRICT/CO.

12,612,288
5.1853%

21,144
18.4614%

170,492
2,8744%

2,1 10,347
14.0583% 10.14%

SUN CITY WEST WASTE WATER
Dl5TRICT/CQ

24,836,561
10.21 11%

14,889
13.0000%

656,756
1 1 .O727%

1.291 ,160
8.6012°/n 10.72%

MOHAVE (SORENSON )
DISTRICT/CO.

1,742,120
0.7162%

565
0.4933%

66,444
1.1202%

71 ,876
0.4788% 0.70%

I
DISTCO/TREATCO SEWER
DISTRICT/CO,

21,774,316
8,9521%

3.600
3.1433%

341,267
5.7537%

673,393
4.4859% 5.58%

SUN CITY WATER
DISTRICT/CO.

28,533,245
11.7309%

22,068
19.2681 %

1,248,678
21 .0523%

2,973,822
19.8104% 17.97%

SUN CITY WEST WATER
DISTRICT/CO.

24,724,945
10.1652%

15,303-
13.3614%

494,526
8833760/J

1,226,276
8.1690% 10.01 %

TUBAC VALLEY
DISTRICT/CO.

1,450,789
0.5965%

488
0_4261%

84,319
1.4216%

85,010
05663% 075%

MOHAVE WATER
DISTRICT/CO

15,573,103
6.4026%

13,623
1 1.8946°/0

907,831
15.3057%

1 ,024,583
6.825-4% 1011%

HAVASU
DPSTRICT/CO.

1,447,094
0.5949%

1 ,232
1 .0757%

184,457
3.1099%

157,357
1 .0482% 1 .46%

AGUA FRIA
DISTRICT/CO.

49,451,561
20.3311 %

13,589
11.8649%

688,562
11.6089%

1,731 ,272
11.5330% 13.84%

I
I
I
I
I

DISTCO/TREATCO WATER
DISTRICT/CO.

39,161,570
16.1005%

3,353
2.92760/>

626,309
10.5594%

1,059,889
7.0605% 9.16%

PARADISE VALLEY
DISTRICT/CO.

21,923,699
9.0135%

4.677
4,0836%

461,666
7.7835%

2,606,438
17.3630% 956%

ARIZONA TOTAL 243,231,291 1 14,531 5,931,307 15,011,423 100.00%

I
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5235.333

ARIZONA-AMERICAN WATER COMPANY
2002 General Rate Case Application

Rate Case Expense

Estimated Rate Case Fur!nense for Clamant Rate Case Applinaiinn.

(seedetail) 5608,000

Fmnlovee cost her Dav
Hotel
Airfare
Food
Miscellaneous

$
$
$
$

CosvDay $

105
50
30
15

200

I
I
I
I
I
I
I
I

AWWS cm Fmplnvees
Filing
System Tour
Stipulation Meeting
Hearings
Commission Conference
Public Meetings (1 )
public Meetings (2)

$
$
$
$
s
$
$

Cr>stlDav
200
200
200
200
200
200
200

DBMS
1

3

1

10

2

4

4

# E m f s Total $8
1  s 200
3  S 1,800
2  s 400
5 10,000
2 800
2 1,600
4 3.200

s
S
s
S

Total S 18,000

Mallinqs. Printings. Supplies & Miscellaneous $80,000

Total Estimated Rate Case Expense $706,000I
I
I
I
I
I
I

Amortization Period ( in Years )
Normalized Annual Rate Case Expense
Recorded Rate Case Expense Per General Ledger
Rate Case Expense Adjustment

3
$235,333

Arizona Rate Case Expense 111320021.xls
I
I
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I.

Q-

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME, BUSINESS ADDRESS AND TELEPHONE

NUMBER.I
My name is David P. Stephenson. My business address is 303 H Street, Suite 250,

Chula Vista, California 91910. My telephone number is (619)409-7700.

Q- BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am employed by American Water Works Service Company, Inc. ("Service

Company"), as the Director of Rates and Planning for American Water Works

Company, Inc.'s ("AWW") Western Region. The Western Region includes

AWW's water and wastewater utilities located in Arizona, California, Hawaii,

New Mexico and Texas, including Arizona-American Water Company ("Arizona-

American" or "Company"). I am also an Assistant Treasurer for Arizona

American.

Q, PLEASE BRIEFLY OUTLINE YOUR RESPONSIBILITIES AS THE

DIRECTOR OF RATES AND PLANNING.

I am responsible for directing preparation of all rate applications and various other

matters related to rates and charges for utility service with the public utility

commissions that regulate AWW's operating utilities in Arizona, California,

Hawaii, New Mexico and Texas. I am also responsible for overseeing other rate

related proceedings before these commissions such as acquisition and financing

applications.

Q- DESCRIBE YOUR EDUCATIONAL BACKGROUND.

I received a Bachelor of Science in Business Administration, with emphasis in

Accounting, from San Diego State University in 1977.

Q- HAVE YOU HAD ANY OTHER FORMAL TRAINING?

1

2

3
4 A.

5

6
7 A.

8

9

10

11

12
13

14

15
16 A.

17

18

19

20

21

22
23 A.

24

25
26 A. Yes, I have attended many seminars on various aspects of the water industry and
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I

rate applications, including the National Association of Regulatory Utility

Commissioners (NARUC) biannual Utility Rate Seminar.

I
I

Q- PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE.

I have been employed by the American Water System since 1978. The various

positions I have held within the American Water System are: Accountant - 1978,

Accounting Superintendent for the Los Angeles Region - 1981, Assistant Director

of Accounting for the operating utilities in the Western Region - 1983, Assistant

Director of Rates and Revenues for the operating utilities in the Western Region -

1984, Director of Rates and Revenues for the operating utilities in the Western

Region - 1986, and Director of Rates and Planning for the operating utilities in the

Western Region since 2001.

Q- HAVE YOU HAD ANY OTHER PROFESSIONAL EXPERIENCES?

Yes, I served on the Accounting Committee of the California Water Association

and have been an instructor at the NARUC biannual Utility Rate Seminar on eight

occasions.I
I
I

Q- HAVE YOU PREVIOUSLY

REGULATORY COMMISSIONS?

TESTIFIED BEFORE UTILITY

I

Yes, I have testified before the Arizona Corporation Commission ("Commission")

in rate and acquisition proceedings for Arizona-American, before the California

Public Utilities Commission on many occasions for all of the California-American

Water Company systems, and before the New Mexico Public Regulation

Commission in many types of proceedings on behalf of New Mexico-American

Water Company.

1

2

3

4 A.

5

6

7

8

9

10

11

12

13 A.

14

15

16

17

18 A.

19

20

21

22

23

24

25

26

11.

Q.

PURPOSE OF TESTIMQNY. SUMMARY AND CONCLUSIONS

WHAT Is THE PURPOSE OF YOUR TESTIMONY IN THIS

PROCEEDING?
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I

I

l

The purposes of my testimony are to: (1) identify and explain the Company's rate

filing, (2) provide background concerning the purchase of the former Citizens

Communications' water and wastewater utility assets in Arizona ("Citizens'

Assets") by Arizona-American (the Citizens' Acquisition), (3) explain and support

various adjustments made to the test period actual results, (4) explain and support

all components of the capital structure except for cost of equity, and (5) to discuss

the specific requirements set forth in Decision 63584 (April 24, 2001), which

authorized Arizona-American to purchase the Citizens' Assets ("Acquisition

Decision").

Q- WHAT DO YOU MEAN THE "COMPANY'S RATE FILING"?

I mean the five (5) separate applications for rate relief being filed with the

Commission in 2002, This filing follows our efforts to determine the best

approach to file rate applications for a substantial number of systems in a manner

that would make the most sense for both public presentation and ease of handling

for the Commission's Utilities Division Staff ("Staff').I
I
I
I
I

1 A .

2

3

4

5

6

7

8

9

10

11 A .

12

13

14

15

16

17

18 A .

19

20

21

22

23

24

25

26

Q- YOU ALSO USED THE TERM "SYSTEM." ARE YOU REFERRING TO

"SYSTEM" IN A LEGAL OR OTHER SPECIFIC SENSE?

No, I am using the term "system" in a more general sense. By way of background,

as I mentioned earlier, Arizona-American acquired all of the water and wastewater

assets of Citizens in Arizona in a transaction that closed earlier this year.

Previously, Citizens' Assets were under a different ownership structure with a

number of separate corporate entities, such as Sun City Water Company, Sun City

W est Uti l i t ies Company or the Agua Fria W ater Division of Ci t izens

Communications Company, for example. However, Arizona-American acquired

only the assets .- not the stock. Therefore, the assets were removed from separate

ownership and now all fall under the ownership umbrella of Arizona-American.
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I

I HOW DOES ARIZONA-AMERICAN REFER TO THESE SEPARATE

GROUPS OF ASSETS INTERNALLY?

I
I

I area"

I

Generally we use the term "district" to refer to a separate area within Arizona-

American where, for accounting purposes, we individually account for revenues

and expenses, and maintain separate balance sheets. These areas generally

coincide with areas where the same tariffs apply and in that sense, a district could

be identified as a "tariffed area." Of course, reference to the "Tubac water tariffed

or the "Sun City West water tariffed area" would be awkward, and for

purposes of the Company's rate filing, we basically use the terms "district" or

"system" interchangeably and neither is intended to denote the actual name of any

particular corporate entity or to designate an operational or other system as such

term is used by ADEQ or any other regulatory agency to identify water or

wastewater systems in Arizona.I
I

THANK YOU MR. STEPHENSON. WOULD YOU PLEASE CONTINUE

WITH YOUR DISCUSSION OF How THE COMPANY ULTIMATELY

DECIDED THE BEST WAY TO ORGANIZE THE COMPANY'S RATE

FILING?

I
I
I
I
I

1 Q.

2

3  A .

4

5

6

7

8

9

10

11

12

13

14 Q.

15

16

17

18 A.

19

20

21

22

23

24

25

26

Certainly, again from a public perspective, it was determined that it made sense to

file separate applications for the Sun City and Sun City West districts. These four

districts, two water and two wastewater systems, are relatively large in size and

have certain unique characteristics and circumstances that distinguish them from

the other Arizona systems. The third application consists of two water systems in

Mohave County, the Mohave water district, which provides water service in the

vicinity of Bullhead City, and the Havasu water district, which provides service

near Lake Havasu City. These systems are close together and operated by

essentially the same Company personnel. The fourth application being filed is the
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A PROFESSIONAL CORPORATION

PHOENIX
4



I
I
I
I

I

combination of Agua Fria water distn'ct and the water and wastewater systems

serving the Anthem development in Maricopa County. These utility systems

primarily serve recent developments and have very similar operating procedures.

The final application is for the small Class C water system known as the Tubac

water district in Santa Cruz County. This system is distinctive based on its small

size, limited revenues and location. Again, for convenience, I will sometimes refer

to the five applications as the Company's rate filing. And, again, I want to

emphasize that the terns "system" and "district" should be considered synonymous

throughout the Company's rate filing.

ALL OF THESE DISTRICTS OR SYSTEMS ARE PART OF THE

CITIZENS' ACQUISITION, CORRECT?

I
I
I
I

That is correct. I should also note that none of the former Citizens' systems have

received any recent rate increases. Citizens Agua Fria Water Division, Sun City

Water Company, Sun City Sewer Company, Sun City West Utilities Company and

Tubac Valley Water Company last rate order was issued in May 1997 based on test

years ending March 31, 1995. Decision No. 60172 (May 7, 1997).' Citizens

Mohave Water and Wastewater Divisions last received rate increases in February

1990, based on test years ending March 31, 1988. Decision No. 56806 (Feb. 1,

1990). Likewise, Havasu Water Company last received rate increases in February

1992, based on a test year ending December 31, 1990. Decision No. 57743 (Feb.

21, 1992). It appears that once Citizens decided to sell its water and wastewater

systems in 1999, it elected not to seek rate increases and, in some cases, to accept

operating losses. This situation has caused Arizona-American to seek rate

I
I

1

2

3

4

5

6

7

8

9

10 Q.

11

12 A .

13

14

15

16

17

18

19

20

21

22

23

24

25

26

1 In Decision No. 60172, rates for Sun City Water Company and Sun City West Utilities'
rates for water service were actually reduced. I also understand the Sun City West
Utilities' rates for both water and wastewater service were reduced in the poor rate
proceeding, as were Sun City Water Company's rates. Decision No. 55488 (March 17,
1987).
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I
I

increases more quickly than it anticipated. However, a delay in obtaining rate

increases and correcting these systems' anemic earnings would be handful to the

Company and, ultimately, to its customers.

Q. WHAT ARE YOUR OVERALL RESPONSIBILITIES IN THIS CASE?

I

I have been responsible for the coordination and supervision of all of the rate case

applications discussed including, among other things, selecting the test period and

the pro-forma time period for various adjustments, and determining what

adjustments need to included in the filing.

Q- WHAT TEST PERIOD DID YOU DETERMINE WAS APPROPRIATE IN

THIS CASE?

I detennined, for ease of presentation, that the period ending December 31, 2001,

should be used as the test period for the Company's rate filing. This period closely

is aligned with the purchase of the Citizens' Assets by Arizona-American, which

transaction closed on January 15, 2002 .

I
I
I

Q- DID ARIZONA-AMERICAN OWN THE CITIZENS' ASSETS, OR HAVE

ANY RESPONSIBILITY FOR THE OPERATING EXPENSES OR THE

PROVISION OF SERVICE DURING THE TEST PERIOD FOR THE

SYSTEMS THAT ARE THE SUBJECT OF THE COMPANY'S RATE

FILING?

I

No. As I stated, the purchase of the Citizens' Assets was not completed until

January 15, 2002, on which date Arizona-American assumed operational control

and responsibility for the Citizens' Assets.

1

2

3

4

5 A .

6

7

8

9

10

11 A .

12

13

14

15

16

17

18

19

20 A .

21

22

23

24

25

26

Q. SINCE ARIZONA-AMERICAN DID NOT OWN AND OPERATE THE

CITIZENS' ASSETS AND DID NOT HAVE ANY OPERATING

RESPONSIBILITY FOR THE WATER AND WASTEWATER UTILITY

OPERATIONS IN 2001, HOW DOES THE COMPANY JUSTIFY FILING A
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I

I RATE APPLICATION WITH A TEST PERIOD ENDING PRIQR TO THE

COMPLETION OF THE PURCHASE?

I

The recorded operating expenses directly incurred by each district basically remain

unchanged following the acquisition. Further, the Commission ordered Citizens to

maintain its books and records for a period of 5 years following the closing. It is

relatively simple to remove the management and services costs allocated to each of

the operating systems by Citizens from the nonnally-incurred direct operating

expenses of these systems. Likewise, it is relatively simple to add in the expected

Service Company charges from AWW applicable to Arizona-American.

WHAT PRO FORMA TIME PERIOD HAVE YOU USED FOR EXPENSE

AND PLANT ESTIMATIONS IN THIS CASE?

I am recommending that such adjustments, all of which will be detailed further in

the various witnesses' direct testimonies, go no further into the future than end of

year 2002. This will provide ample time for Staff to review and analyze these

adjustments prior to providing their recommendations in Staffs direct filing.

Q- ARE THERE PRO FORMA ADJUSTMENTS FOR PLANT ADDITIONS?

I

I

1

2

3 A.

4

5

6

7

8

9

10 Q-

11

12 A.

13

14

15

16

17 A.

18

19

20

21

22

23

24

25

26

Yes, we have estimated the non-revenue generating plant additions that will be

completed and placed in service by the end of 2002, and have included pro forma

adjustments that include those additions in utility plant in service. This is

consistent with Commission Decision No. 61831 (July 20, 1999) related to the

Paradise Valley water district, wherein the Commission ordered the Company to

limit pro gonna plant additions to those plant items that are used and useful and in

service 90 days after the application is deemed sufficient. The December 31, 2002

cut-off date proposed by Arizona-Amenlcan in this case is well within the 90-day

deadline established by the Commission.

Q, HOW ARE PRO FORMA ADJUSTMENTS DETERMINED FOR

I FENNEMORE CRAIG
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I
OPERATING EXPENSES?

Pro forma adjustments for operating expenses are based on known and measurable

changes that have or will occur up until the time each rate application is filed to

develop a normal 12-month period of operations. This is consistent with A.A.C.

R14-2-l03(i).

III. ACQUISITION OF THE WATER AND WASTEWATER ASSETS
CITIZENS UTILITIES OF ARIZONA

OF

Q- WOULD YOU PLEASE BRIEFLY DESCRIBE THE CITIZENS'

ACQUISITION?

I

I

I

By way of background, Arizona-American has owned and operated a water utility

system in Arizona, which was formerly known as Paradise Valley Water Company,

since the late 1960s. The Paradise Valley water district is relatively small, and

currently furnishes service to approximately 5,000 customers. Sometime in 1998

or 1999, Citizens Communications Company (formerly Citizens Utility Company)

decided to focus its business activities in the telecommunications area, and elected

to sell its water and wastewater assets, which were located in six states including

Arizona. Arizona-American's parent company, AWW, which is the largest

privately-owned water utility system in the United States and whose business

activities focus on water and wastewater, entered into negotiations with Citizens.

Ultimately, on October 15, 1999, Citizens, Arizona-American and AWW entered

into an agreement under which Arizona-American agreed to purchase the Citizens'

Assets, which included all of the water and wastewater systems and assets in

Arizona.

I
I

1

2 A.

3

4

5

6

7

8

9

10 A.

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Citizens and its various Arizona water and wastewater subsidiaries, along

with Arizona-American, filed an application on March 24, 2000, seeking approval

of the transfer of the Citizens' Assets to Arizona-American in Docket Nos. W-
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01032A-00-0192, et. seq. Later that same year, Arizona-American filed a separate

application in Docket No. W-01303A-00-0929 seeking authority to issue certain

promissory notes and other evidence of indebtedness and to assume certain

industrial development revenue bonds in connection with financing the purchase

of the Citizens' Assets. Following notice and a public hearing, the Commission

ultimately approved the transfer of the Citizens' Assets in the Acquisition

Decision. Attached to the Acquisition Decision and incorporated therein in the

second ordering paragraph, was a settlement agreement setting forth specific temps

and conditions agreed to by Staff and the Company. These terms and conditions

settled one ratemaking issue and set forth deadlines, procedures and f iling

requirements that Arizona-American is to follow in future rate proceedings. The

2.

I

terms and conditions are as follows:

1. The ratemaking treatment of the of the acquisition adjustment, deferred taxes,

excess deferred taxes and the investment tax credit will be deferred until a

future rate case proceeding.

The decision to allow recovery of the acquisition adjustment must be based

on Arizona-American's ability to demonstrate that clear, quantifiable and

substantial net benefits have been realized by ratepayers, which would not

have been realized had the transaction not occurred

The months3. after the closing of the

complaints received by the

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

4.

Company must  f i le  a report  13

transaction, comparing the number of

Commission prior to and after the transaction.

The adjusted AIAC balance not transferred to Arizona-American as part of

the transaction will be imputed ratably into rate base over a 6.5 year period.

The balance will be ratably reduced over the 6.5 years utilizing a levelized

monthly below the line amortization.
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A copy of the Acquisition Decision is attached hereto as Stephenson Dir. Exh. 1.

Later in 2001, the Commission issued Decision No. 64002 (Aug. 30, 2001)

authorizing the debt financing for the purchase of the Citizens' Assets. In

summary, the Commission authorized Arizona-American to issue promissory notes

and other evidence of indebtedness in an amount not to exceed $180 million and to

issue a promissory note reflecting the obligation associated with assuming

Citizens' industrial development revenue bonds in the amount of $10,635,000

The balance of the purchase price was financed by an infusion of additional paid in

equity capital from AWW. In Decision No. 64002, the Commission ordered

Arizona-American to increase its equity by at least $0.69 for each dollar of

acquisition in order to maintain a reasonably balanced capital structure.

1

2

3

4

5

6

7

8

9

10

11

12

13

14 A.

15

16

17

18

19

20

21

22

23

24

25

26

Q, WHEN DID ARIZONA-AMERICAN FINALIZE THE PURCHASE OF THE

CITIZENS' ASSETS?

The transaction was finalized on January 15, 2002, the date title to all of the

Citizens' Assets was transferred to Arizona-American. All of the service provision

responsibilities were also transferred to Arizona-American on that date. The final

Citizens' Asset purchase price was approximately $276,500,000, and included an

initial book acquisition adjustment of approximately $71,100,000. As Explained

in the Direct Testimony of Mr. Joseph Hartnett, appended as Exhibit C to the Joint

Application for Authority to Transfer Assets and Related Approvals in Docket

Nos. W-01032A-00-0192, _et §_<;q_., the purchase for the Citizens' Assets was

determined by an ans-length negotiation based on the advice of each companies

financial advisors. This open market negotiated purchase price then establishes

AWW's reasonable investment in the Citizens' Assets. This reasonable investment

in the Citizens' Assets was funded by a combination of debt and equity as shown

on at the top of the closing journal entry to record the transaction, which is
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attached hereto as Stephenson Dir. Exh. 2.

POST TEST PERIOD ADJUSTMENTS

WHAT PRO FORMA ADJUSTMENTS ARE YOU RESPONSIBLE FOR

SUPPORTING?

I am responsible for supporting six adjustments that impact all of the Company's

rate filings. The specific adjustments are as follows: 1) capitalization of payments

made for the implementation of ORCOM billing software from operating expense

and the determination period for the recovery of this expense, 2) the transfer of

charges related to the completion of the Citizens' Acquisition, as well as charges

f o r  t he development o f  base accounting procedures from expenses to

organizational costs, 3) the rationale for the removal of the Citizens' management

costs, 4) estimates of Service Company charges, 5) estimates of rate case expense

and 6) estimates of direct charges to the systems made by AWW.

1

2 Iv.

3 Q.

4

5 A .

6

7

8

9

10

11

12

13

14 Q.

15

16 A.

17

18

19

20

21

22

23

24

25

26

WHY HAVE PAYMENTS BEEN MADE FOR THE DEVELOPMENT OF

THE ORCOM BILLING SOFTWARE?

Payments made for the development of the ORCOM billing software have been

made in connection with converting all of the Citizens' customers over to the

AWW billing system. The payments should be considered as organizational costs

or start-up costs. I will refer to these as "start-up costs" for the remainder of this

discussion. These start-up costs were for such items as consultants' fees, billing

programs modifications and related expenses of AWW associates to assist in the

development of the billing system. The billing system had to come on line exactly

at the time of closing. Since the acquisition was an asset sale, there was no

arrangement between Citizens and AWW for Citizens to continue billing any

utility customers after the transaction closed. The ORCOM system had to be up

and running, and mining properly, at the closing. To the benefit of these

FENNEMORE CRAIG
4 PROFESSIONAL CORPORATION

PHOENIX 11



I customers, AWWhas been developing this same system for its own use at all of its

present properties, including the Paradise Valley district. This made the time and

expense of converting the Citizens' customers to the ORCOM system less

burdensome.

WHY WERE THESE COSTS EXPENSED?

Over the past few years accounting requirements regarding the booking of these

types of start-up costs have changed. Start-up costs historically have been

capitalized along with the purchase or development of new assets. This is no

longer the case. The Financial Accounting Standards Board has determined that

too many expenses were being capitalized and companies' balance sheets were

being overstated. However, for a regulated utility, the books and records of a

company are maintained in accordance with Commission regulations and policy.

These start-up costs have always been treated as a capitalized asset, and there is no

valid reason to stray from that policy. These start-up costs are incurred for the

development of programs to serve new customers. The addition of the new

customers lowers the overall fixed costs per customer. This produces a net cost

savings. Therefore, all present and future customers should share in both the

development costs as well as the savings. Common regulatory practice is to spread

the development costs of a cost saving measure over the customer base receiving

known and measurable savings.

1

2

3

4

5 Q.

6 A .

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21 Q.

22

23

24

25 A.

26

DOES THIS COMMISSION HAVE JURISDICTION TO OVERIDE

ACCOUNTING POLICY AND AUTHORIZE THESE COSTS TO BE

CLASSIFIED AS A CAPITALIZED START-UP OR ORGANIZATION

COST?

Yes. As has been the common practice under Financial Accounting Standard

Board Policy FAS 71, the Commission can establish different accounting
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procedures for various items so long as the procedure establishes a set

methodology and time period for the recovery of the item.

WHAT ARE THE ACTUAL COSTS RELATED TO THE DEVELOPMENT

OF THE ORCOM BILLING SOFTWARE?

Attached as Stephenson Dir. Exh. 3 is an analysis showing the actual costs of this

project and other relationships. Page 1 of the Exhibit shows that the total one-time

costs for this project is $607,723. The amount included in the rate bases for the

Mohave water and Havasu water districts is $70,348 and $8,445, respectively.

Q, ARIZONA-AMERICAN PURCHASE ANY BILLING SYSTEM

ASSETS FROM CITIZENS As PART OF THE ASSET PURCHASE?

DID

No. As page 2 of Stephenson Dir. Exh. 3 shows, the billing system used by

Citizens to bill its water and wastewater customers (the Banner System) was

retained by Citizens. Therefore, as I testified earlier, Arizona-American had to

have its own billing system set up and fully functional at the time the Citizens'

Acquisition closed.

I
I
I

1

2

3 Q.

4

5 A .

6

7

8

9

10

11 A .

12

13

14

15

16

17

18

19 A .

20

21

22

23

24

25

26

Q- WHAT IS THE EFFECT ON THE RATE BASES FOR THE ARIZONA

DISTRICTS INCLUDED IN THE COMPANY'S RATE FILING RELATED

TO THE DEVELOPMENT OF THE ORCOM BILLING SOFTWARE?

As shown, the net book value of the Banner billing system at the time the Citizens '

Acquisition was completed was $2,620,054. Of that amount $982,488 was

allocated to the Citizens' water and wastewater systems in Arizona. The

difference between the development costs of the ORCOM system ($607,723) and

the allocated net book value of the Banner system not purchased ($982,488) is

$374,766. Thus, there was a net benefit to the customers in Arizona through the

development of the ORCOM billing system as opposed to purchasing the Banner

billing system from Citizens at the net book value allocated to Arizona. The net
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I

effect on the rate bases of the Mohave water and Havasu water districts is $43,382

and $5,208, respectively.

Q- WHY HAVE YOU MADE AN ADJUSTMENT OF $906,531 FOR

CORPORATE COSTS TO TRANSFER VARIOUS ITEMS RELATED TO

THE CITIZENS' ACQUISITION TO THE ACQUISITION ADJUSTMENT?

I
I

I

I have made this adjustment for the same reasons that I recommend the transfer of

the one-time start-up costs from expenses. These costs were incurred to complete

the purchase of the Citizens' Assets and to establish books and records for the

Citizens' Assets and systems. The costs are related to t it le reviews, legal

interpretations of contract clauses, legal representation to transfer existing contracts

and for accounting assistance. These costs were necessary to secure and protect

Arizona-American's legal rights to all the transferred assets and to obtain transfers

of all existing contracts and agreements. These are normal "organizational"

expenses to ensure full and proper title to transferred assets and to set up the books

and records in an appropriate manner.

Q. CAN YOU PLEASE FURTHER DESCRIBE THE ITEMS WHICH YOU

ARE PROPOSING TO RECLASSIFY TO THE ACQUISITION

ADJUSTMENT?I

I
I

Certainly. The total amount of $906,531 is comprised of charges from two

separate sources: charges incurred by AWW in connection with the purchase, and

charges from our accounting contractor in Arizona (Ronald L. Kozo ran, CPA) to

develop satisfactory records for regulatory purposes. The total of the charges from

AWW is $784,784 and the total of the charges from Mr. Kozo ran is $121,747.

The details of all of these charges is attached hereto as Stephenson Dir. Exh. 4.

This full amount is included in the Acquisition Adjustment.
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26 Q- PLEASE EXPLAIN THE JUSTIFICATION FOR REMOVING ALL OF
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I

FROM THE TEST PERIOD

I
I
I
I

CITIZENS' MANAGEMENT FEES

EXPENSES.

I have removed all of Citizens' management fees from the test period expenses

because these expenses pertain to Citizens' management of the Citizens' Assets in

Arizona, not expenses that will be incurred under the ownership and management

of Arizona-American. These expenses must be removed and replaced by current

annualizations of Service Company charges to Arizona-American in order to

provide an accurate presentation of known and measureable expenses that are

occurring now and will occur on a going-forward basis in the future.

Q- HOW YOU DETERMINE WHICH EXPENSES To REMOVE

RELATED To CITIZENS' MANAGEMENT AND WHICH EXPENSES

RELATED To THE SERVICE COMPANY To INCLUDE?

DID

I

I
I
I
I
I
I
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The explanation of the procedure to determine what expenses were removed will

be discussed by Mr. Torn Bourassa in his direct testimony. I have annualized the

amount of expense to be included in the pro forma test period based on actual

recorded costs from April through July 2002. Attached as Stephenson Dir. Exh. 5

is a spreadsheet showing the recorded costs from January through the end of July. I

have not included the months of January through March in my annualization

because these months were either not full months due to the finalization of the

acquisition (January) or the months were not accurately reflect normal cost

allocations from the Service Company (February and March). Viewing Exhibit 5,

it is obvious that January and February have very low recorded expenses in

comparison to the other months. The month of March is more in line with future

months, but is still questionable due in part to the obvious omission of a credit for

the call center amortization (this amortization relates only to the Paradise Valley

system). Furthennore, March is a quarter-ending month, and as such expenses in
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I that month tend to contain more quarterly adjustments, thereby causing distortion

of the annualization without including the other months of the quarter.

Q- WHAT IS THE AVERAGE MONTHLY CHARGE FOR THE SERVICE

COMPANY FOR THE MONTHS OF APRIL THROUGH JULY 2002?I As shown on Stephenson Dir. Exh. 5, the average monthly amount of Service

Company charges for the period April through July 2002 is $429,476. Annualizing

this amount yields a total of $5,l53,71 1 for 2002.

I Q- DID YOU SPREAD THE ANNUALIZED TOTAL To EACH OF THE

SYSTEMS IN ARIZONA?

I
I

Yes, I spread the annualized expense to each of the systems on a four-factor basis.

The four-factor analysis considers many factors all of which produce the benefits

Arizona-American receives from the Service Company. The four-factor

spreadsheet is attached hereto as Stephenson Dir. Exh. 6. The allocation to the

Mohave water and Havasu water districts is $521,040 and $75,244, respectively,

based on the four-factor allocation methodology.

Q- PLEASE EXPLAIN YOUR ESTIMATE OF RATE CASE COSTS

INCLUDED IN THE COMPANY'S RATE FILING.

I

I

1

2

3

4

5 A .

6

7

8

9

10 A.

11

12

13

14

15

16

17

18 A .

19

20

21

22

23

24

25

26

The estimate of rate case expense has been developed with estimates provided by

all outside consultants and costs estimated for in-house items. Attached as

Stephenson Dir. Exh. 7 is an estimate of the rate case costs necessary to prosecute

these applications.. The total estimated costs of consultants and legal counsel is

$608,000. This amount is comprised of $275,000 for onside accounting and rate

assistance, $51,000 for the outside rate of return consultant and $282,000 for legal

counsel. The total estimate of in-house costs is $98,000 and is comprised of

$18,000 for employee expenses and $80,000 for expenses related to mailings,

notices, printing and supplies. I have allocated the total estimated rate case costs to
I
I
I
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I
I

each system based on adjusted test period revenues and have spread those totals

over a three-year recovery period. The total amount allocated to the Mohave water

and Havasu water districts is $87,016 and $8,730, respectively.

Q- ARE THE ESTIMATED COSTS To PROSECUTE THE RATE FILINGS

CONSISTENT WITH PRIOR COSTS INCURRED To PROSECUTE RATE

APPLICATIONS IN ARIZONA?I
Yes, in fact the estimated cost to prosecute this case is lower on a per customer

basis than the amount the Commission has previously allowed for the Paradise

Valley water district in its past two rate cases. The average rate case cost per

customer in the last two Paradise Valley rate proceedings was approximately

$13.25. In these applications we have estimated the rate case cost per customer to

be approximately $6.50 per customer, or only $2. 17 per customer annually.

I
I
I

Q- WHAT ARE THE ADJUSTED DIRECT CHARGES COMPRISED OF?

The direct charges are comprised mostly of  employee benef its, customer

accounting charges (bill forms, postage, inserts, collection agency fees, etc.),

insurance fees, dues and memberships, employee travel and directors and trustee

fees. Attached as Stephenson Dir. Exh. 8 is an itemization of the charges.

Q- HOW DID YOU ESTIMATE THE ANNUAL COSTS FOR THESE ITEMS?

I
I based the annualized cost for these items on the actual recorded costs for March

through July of 2002.
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24 A.
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Q- WHAT Is THE TOTAL OF THE ANNUALIZED DIRECT CHARGES AND

HOW WERE THEY ALLOCATED TO VARIOUS TEST PERIOD

EXPENSE CATAGORIES?

The annual total for these direct expenses is $3,16l,915. The charges were related

to four different expense categories: salary and wages ($1,586,293), miscellaneous

expenses ($23,058), general office expenses ($l,293,829) and insurance fees
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I

($258,736).

I
Q- HOW WERE THESE DIRECT CHARGES ALLOCATED TO EACH OF

THE ARIZONA-AMERICAN SYSTEMS?

I

These charges were allocated to each of the systems based on four different

factors. The system charges for salaries and wages were allocated to each system

based on expensed test period salaries, the allocation of miscellaneous expense

was spread to each system based on customer count and pro forma plant, the

allocation of general off ice expense was allocated to each system based on

customer count, pro forma plant and adjusted test period rate base, and the

allocation of insurance fees to each of the sysetms was based on adjusted test

period rate base.

Q- WHY DID YOU USE THE MARCH THROUGH JULY TIME PERIOD?

I
I

As stated earlier, I chose the time period that best represents the normalized

expenditures. I had to eliminate January and February from consideration due to

the fact that Arizona-American did not own the Citizens' Assets until January 15,

2002, and February 2002 was the first full month of operation by Arizona-

American and not all charges were recorded properly.

Q. DID YOU REMOVE ALL OF THE RECORDED TEST PERIOD

EXPENSES RELATED TO THESE SYSTEM SPECIFIC ALLOCATIONS?

Yes, all of the test period expenses for these items were removed from the test

period along with the Citizens' management fees .
I
I Q- WHAT WAS THE AMOUNT ALLOCATED TO EACH OF THE EXPENSE

CATAGORIES FOR THE MOHAVE WATER AND HAVASU WATER

DISTRICTS?

I
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26

The allocations to each of the expense categories for the Mohave water and

Havasu water districts is: $270,391 and $54,078, respectively, for salaries and
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I

I
wages, $1,418 and $1,043, respectively, for miscellaneous, $147,339 and $l3,395,

respectively, for general office, and $22,086 and $l,988, respectively, for

insurance.

CAPITAL STRUCTURE AND COST OF DEBT

WHAT Is THE CAPITAL STRUCTURE THAT ARIZONA-AMERICAN

PROPOSES TO UTILIZE IN THESE APPLICATIONS?

The Company proposes a capital structure comprised of 60 percent debt and 40

percent equity.

Q- HOW WAS THIS CAPITAL STRUCTURE DETERMINED?

It was determined based on the actual financing of the acquisition of the Citizens '

Assets by Arizona-American. At the very top of the first page of Stephenson Dir.

Exh. 1 is the entry to record the purchase of the Citizens' Assets by Arizona-

American. This entry shows Common Stock in the amount of $110,888,158 (40

percent), Bonds - Inside of $154,948,119 (56 percent) and Bonds - Outside of

$10,635,000 (4 percent). These are the actual amounts for each of these

components as recorded on the books of Arizona-American at the time of purchase

of the Citizens' Assets. AWW strives to have its subsidiaries maintain the most

efficient capital structure. Typically, the most efficient capital structure for AWW

utility subsidiaries is comprised of approximately 60 percent debt. AWW has

maintained its high debt rating (A-) and secured very efficient rates for bonds and

notes by maintaining a 60 percent debt component in the capital structure. The

greater the leverage of the capital structure while still maintaining a high bond

rating, the lower the cost of capital to the Company and its customers.
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26 A.

Q- PLEASE EXPLAIN THE DIFFERENCE BETWEEN "BONDS-INSIDE"

AND "BONDS-OUTSIDE."

The "Bonds-Inside" comprise the debt financing provided by American Water
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Works Capital Corp. ("AWCC") in the form of a short-tenn note. This is a five-

year unsecured note with an interest rate of 4.92%. The "Bonds-Outside" is debt

financing reflecting the assumption of Citizens' industrial development revenue

bonds I mentioned previously, which have an interest rate of 7.30%.

ACQUISITION ADJUSTMENT

EARLIER, YOU DISCUSSED THE ACQUISTION. HOW  W ILL

ARIZONA-AMERICAN ACCOUNT FOR THE DIFFERENCE BETWEEN

THE PURCHASE PRICE AND THE ACQUIRED ASSET BALANCE FOR

REGULATORY PURPOSES?

The difference will be recorded as an Acquisition Adjustment in accordance with

the NARUC Uniform System of Accounts .

WHAT Is THE AMORTIZATION PERIOD THAT ARIZONA-AMERICAN

PROPOSES TO USE?

Forty years .

WHAT METHOD OF AMORTIZATION Is ARIZONA-AMERICAN

PROPOSING TO USE?

1
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5 VI.

6  Q .
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12 Q.
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Arizona-American proposes to follow a mortgage amortization method, which

incorporates the same amortization principle as home mortgages. Under this

method, Arizona-American would recover only a small portion of the Acquisition

Adjustment in the initial years and recover increasingly greater amounts in the later

years. The annual amortization increases each year. The proposed amortization of

the Acquisition Adjustment balance is attached hereto as Stephenson Dir. Exh. 9.

The amount of the amortization included in the cost of service for the Mohave

water and Havasu water districts in these applications is $12,900 and f81,100,

respectively, based on amortization of the Acquisition Adjustment in 2003, as

shown on Exhibit 9.
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WHAT IS THE NORMAL METHOD OF RECOVERY FOR UTILITY

ASSETS?

The normal method, known as a straight-line method of recovery, involves equal

or level recovery in each year of the asset's life.

WHY ARE YOU PROPOSING THE MORTGAGE METHOD RATHER

THAN THE STRAIGHT-LINE METHOD?

Although there are several reasons for this proposal, there is one significant

reason: the mortgage method provides a much better matching of the recovery of

the acquisition adjustment to the benefits the customers will receive as a result of

this transaction.

DOES USING THE MORTGAGE AMORTIZATION METHOD BETTER

ILLUSTRATE THE CUSTOMER BENEFITS OF THIS TRANSACTION?

Yes. As stated previously, the savings generated from this transaction will grow as

time passes. Allocating the recovery of the Acquisition Adjustment on an

increasing basis over the recovery period, instead of leveling the recovery of the

Acquisition Adjustment as is normal under the straight-line method of recovery,

provides a superior opportunity for all current and future ratepayers to realize the

benefits of the transaction.
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ARE THERE ANY OTHER FACTORS THAT SUPPORT YOUR

SELECTION OF THIS METHODOLOGY?

Yes. The effects of inflation should also be considered. If a straight-line

amortization method is used, the highest net-present value amounts are charged

initially, and lower amounts are charged toward the end of the amortization. Given

the effects of inflation, the differential between initial and final charges are

substantial in terns of constant dollars. The mortgage-style amortization works

with the effects of inflation to create a more level, constant dollar charge.
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WHAT SHOULD THE coMM1sslon AUTHORIZE IN THIS

PROCEEDING WITH RESPECT TO AN ACQUISITION ADJUSTMENT?

Arizona-American requests that the Commission authorize a 40-year amortization

period and use of a mortgage amortization method, with the recovery of the

acquisition adjustment as a component of the cost of service, as discussed

previously.

D1scUss1on
DECISION

OF THE REQUIREMENTS OF THE ACQUISITION

HAVE YOU ADDRESSED COMPLIANCE WITH ALL OF THE

COMMISSION'S DIRECTIVES IN THE ACQUISITION DECISION?

A.

I

1 Q.

2

3 A.

4

5

6

7 VII.

8

9 Q-

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

No. I have only covered the requested treatment of the Acquisition Adjustment.

The Acquisition Decision also calls for the detennination of the clear, quantifiable

and substantial net benefits for ratepayers resulting from the purchase of the

Citizens' Assets by Arizona-American, and the determination of the ratemaking

treatment of deferred taxes, excess deferred taxes and investment tax credits that

were on the books and records of Citizens at the time of the closing of the

purchase transaction, yet were not transferred to Arizona-American. It is my

recommendation to delay the demonstration of the clear, quantifiable and

substantial net benefits for ratepayers resulting from the purchase of the Citizens '

Assets by Arizona-American until a later date, after which time Arizona-American

will have greater operating experience and be better able to demonstrate the

tremendous net ratepayer benefits that result from this transaction. However, by

recommending this delay, Arizona-American does not waive its right to, at some

point in time in the future, request recovery of and on the Acquisition Adjustment,

if it so desires to do so. It is my recommendation is that the deferred taxes, excess

deferred taxes and the investment tax credit not be considered for any ratemaking
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I
I purpose.

Q~ WHAT Is THE BASIS FOR THIS RECOMMENDATION As IT RELATES

TO THE DEFERRED TAXES, EXCESS DEFERRED TAXES AND THE

INVESTMENT TAX CREDIT?

I
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Q-

All of these items were established on the books and records of Citizens due to

timing differences between book and tax recognition of an allowance to record the

event causing the tax difference in the income stream. For deferred taxes, it is the

tax effect of the difference between depreciation methods of assets for book and

tax purposes. For tax purposes, many assets were once allowed to be depreciated

at an accelerated rate, meaning that the assets were depreciated at a higher early

period rate, and over a shorter time period, than for book purposes. For investment

tax credits, in the past the Internal Revenue Code allowed a percentage tax

deduction for the investment in various assets. The investment tax credit was

never considered for book purposes.

In short, these are taxes and credits that belong to Citizens, not Arizona-

American. Arizona-American purchased the water and wastewater assets of

Citizens in Arizona, it did not assume any of the liabilities, except for the one

series of  industrial development revenue bonds. The deferred taxes and

investment tax credits will be reconciled from the books and records of Citizens

when Citizens files its 2002 tax return and applies these items against the gain or

loss realize upon the sale of the water and wastewater assets to Arizona-American.

WHAT WERE THE BALANCES OF THE DEFERRED TAXES AND

INVESTMENT TAX CREDITS ON THE BOOKS AND RECORDS OF

CITIZENS AT THE TIME OF CLOSING OF THE ASSET PURCHASE BY

AWW OF THE ARIZONA ASSETS?

Stephenson Dir. Exh. 10 is a copy of the Arizona Property Detail supplied by
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Citizens at the time of closing. This Exhibit shows that the balance for the

deferred taxes was $4,674,819 and the balance of the investment tax credits was

$1,910,600. There were no excess deferred taxes shown on the books and records

of Citizens for Arizona at the time of closing.

I Q- PLEASE EXPLAIN FURTHER WHY YOU BELIEVE THAT THE

DEFERRED TAXES ON THE BOOKS OF CITIZENS FOR ARIZONA AT

THE TIME OF CLOSING SHOULD NOT BE CONSIDERED FOR

RATEMAKING.I

I
I
I
I
I
I
I
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Deferred taxes that were on the books and records of Citizens at the time of

closing are not an item that should be considered as a "carryover" item in an asset

purchase agreement. Deferred taxes result from items being treated differently for

tax and book purposes. These differences are primarily created by Citizens' ability

to delay actual tax payments due to accelerated asset value depreciation or

amortization for tax purposes over the straight-line depreciation or amortization

used for book and regulatory purposes. These tax-differences are recorded as

deferred taxes. These deferred taxes will be taken into consideration when

calculating a tax gain or loss as a result of the sale of the Citizens' Assets. Upon

the sale of such assets, these deferred taxes will be paid and the deferred tax

balances zeroed out.

When deferred taxes have been allowed as a component of cost of service

in utility ratemaking, their accumulated balance (ADIT) is typically deducted from

rate base as a source of non-investor capital. This is because deferred taxes are

collected in rates prior to the time they must be remitted to the respective taxing

authorities. In the interim, they represent a source of funds available to the utility

for plant investment or other corporate purposes. During that period it is entirely

appropriate to deduct the ADIT from rate base. When the tax liabilities underlying
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previously deferred taxes are paid, however, the related ADIT balances are

eliminated and the rate base deductions are no longer available.

With respect to Citizens' ADIT existing at the time the sale of its water and

wastewater assets to AWW, the related income taxes will become due. At that

time, the ADIT's will be paid and there will be no balance available to deduct from

rate base. On-going compensation to customers is not warranted. When non-

investor funds have been satisfied they no longer exist, and no further rate base

deduction is appropriate. ADIT's may be viewed as a temporary loan to the utility

by the taxing authority. By defering the date upon which taxes are ultimately

paid, a source of funds is created. Once the "loan" is repaid, the source of funds

ceases to exist. There is no entitlement inuring to the utility's customers, since

they pay taxes applicable to the utility service they receive.

I WHAT is THE EFFECT ON ARIZONA-AMERICAN IF THE

COMMISSION ELECTED TO USE CITIZENS' RECORDED DEFERRED

TAXES IN FUTURE RATEMAKING.I

I

The Internal Revenue Service has, on a number of occasions, declared that any

deferred income tax reserves or unauthorized income tax credits relating to assets

that have been sold, transferred, or removed from regulation may not continue to

be considered in the subsequent ratemaking detenninations. To attempt to do

otherwise will result in the utility losing the ability to take accelerated depreciation

on its Federal income tax return.

I
I
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PLEASE EXPLAIN FURTHER WHY YOU BELIEVE THE INVESTMENT

TAX CREDITS THAT WERE ON THE BOOKS AND RECORDS OF

CITIZENS AT THE TIME THE PURCHASE WAS COMPLETED BY

ARIZONA-AMERICAN SHOULD NOT BE CONSIDERED FOR

RATEMAKING.
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The reasons are exactly the same as for deferred taxes. The investment tax credits

will be considered in calculating Citizens' gain or loss as a result of the sale of the

assets, and therefore will be eliminated. The investment tax credits were a

"temporary" source of non-investor funds, once appropriately deducted from rate

base, but now that they have been "paid", they are no available as a rate base

deduction. This deduction no longer exists and as such cannot be used for

ratemaking.

I DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

Yes it does.

I
I
I
I
I
I
I
I
I

1 A .

2

3

4

5

6

7

8 Q.

9 A.

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

| FENNEMORE CRAIG
x PROFESSIONAL CORPORATION

PHOENIX 26



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

STEPHENSON DIR. EXH. 1



COCKETEO BY

N~JAMEs

MAY 1 8 2001

l

ACTIon

BEFORE THE AR1z<anenacI@1zwm8mAu*r6sQi<mon4w1IssIon
DOCKETED

APR 4 sum
-\
_)

7 I WILLIAM A. MUNDELL
CHAIRMAN

JIM IRVIN
COMMISSIONER

4 MARC SPITZER
COMMISSIONER 4 I

5

6
DOCKET NOS.

7

8

9

10

W-0 I032A-00-0l92
W-01032B-00-0 I92
W-0 I032C-00-0I92
S-02276A-00-0 I92
WS-02334A-00-0192
WS-03454A-00-0192
WS-03455A-00-0 l92
W-0201 3A-00-0 l92
W-0l595A-00-0 I92
W-0l303A-00-0 I92l I

la
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IN OPINION AND ORDER

1 5

[N THE MATTER OF THE JOINT
APPLICATION OF CITIZENS UTILITIES
CONIPANY, AGUA FRIA WATER DIVISION
OF CITIZENS UTILITIES COMPANY;
MOIIAVE WATER DIVISION OF CITIZENS
UTILITIES COMPANY; SUN CITY WATER
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1

DOCKET NO. W_01032A_00-0192 ET AL.

I

7
Mr. Norman D. James. FENNEMORE CRAIG, on
behalfofArizona-American Water Company;

's
.J Mr. Daniel W. Pozefsky. Staff Attorney, 4

of Residential Utility Consumer Office, behalf

4

5
MrjBill Meek on behalf of the Arizona Utility
Investors Association; and

6

7

Ms. Teena Wolfe; Staff Attorney, Legal Division,
on
Corporation Commission.

behalf of the Utilities Division ofathe Arizona

8
BY THE COMMISSION:

9
On March 24. 2000, Citizens Utilities Company, now known as Citizens

10
Communications Company, together with its Agua Fria Water Division, Mohave Water

l I
Division. Sun Calv Water Company. Sun City Sewer Company, Sun City West Utilities

12
Company. Citizens Water Services Company of Arizona_ Citizens Water Resources Company of

13
Arizona, Havasu Water Company and Tubac Valley Water Company (collectively "Citizens"),

14
and Arizona-American Water Company ("Arizona-American") filed with the Arizona Corporation

l 5
Commission ("Commission") a Joint Application to Transfer Assets and Related Approvals

16
("Application") of Citizens' water and wastewater utility assets in Arizona including CitizenS'

17

1

Certificates of Convenience and Necessity ("Certificates") held by Citizens to Arizona-American.

18

19

20

On May 17, 2000 and on June I, 2000, the Residential Utility Consumer Office

l("RUCO") and the Arizona Utility Investors Association ("AUIA") filed applications for leave to

I intervene. Subsequently, intervention was granted to RUCO and to AUIA.' .

21
On May 30, 2000, by Procedural Order, a hearing was scheduled on the above-captioned

22
matter for September 27, 2000.I

I
Citizens and Arizona-American caused public notice of the

2* . . . . . .
J Applncatxon and hearing thereon to be published in various newspapers throughout Arizona. In

24

25
On April 10, 7000, Mr. Marvin Lustiger filed an application to intervene in the above-captioned matter.

26

>

| . . . _ . .
However, by subsequent filing, Mr, Lustxger clarified that he was only Interested nn eleetruc or telephone
service in Mohave County, and therefore, Mr. Lusti 0er's request to intervene was deemed to have been
withdrawn.
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I addition. Citizens notified all its customers of the Application by means of a written bill insert.

2 On September 14, 2000, a formal public comment session was held in Sun City.

q
.> On September 26, 2000 the Commission's Utilities Division ("Staff")filed a Settlement

4 Agreement ("Agreement") marked Exhibit A which is incorporated by reference and attached

5 hereto.

6 On September 27, 2000, a full public hearing took place at the offices of the Commission

7 in Phoenix. Arizona. Citizens, Arizona-American, RUCO. AUIA and Staff were present with

8 counsel. Following the presentation ofevidence.Citizens and RUCO submitted written briefs on

9 the issue of whether Citizens should be required to pay a portion of the gain resulting from the

10 sale of its utility assets to Citizens' customers. The matter was then taken under advisement

I I pending submission of a recommended Opinion and Order to the Commission.

I 2 DISCUSSIUN

13 Parties to the Transaction

14 Citizens, through its various div isions and subsidiaries, provides water, wastewater,

15 electric, natural gas and telecommunications services to approximately 1.8 million customers in

16 22 states. including in excess of 100,000 customers in Arizona. Citizens' current business i

17 strategy is to focus on the provision of telecommunications services and the expansion of those
I

18 operations through the acquisition of wire centers and access l ines from other providers,

19 primarily in rural areas, as was the case in the recently approved transfer of rural wire centers by

20 Qwest Corporation to Citizens Utilities Rural Company, Inc.

21 in connection with this business strategy. Citizens intends to sell its water, wastewater,

22 electric, and natural gas utilities and to apply the proceeds to finance acquisitions and other

23 business activities in the telecommunications area. In April 2000, Citizens also announced the

24 sale of its Louisiana natural was operations for $375 million.

25 The Commission granted Arizona-American a Certificate of Convenience and Necessity

26 to provide water service to approximately 4.600 customers in portions of the Town of Paradise

000{9ZO&O DECISION NO. 4 3 Sf 4,4

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

3



DOCKET NO. W-01032A~00-0I92 ET AL.l

i

l Valley, the City of Scoltsdale and certain unincorporated portions of Maricopa County. Arizona~ i
I
§

I
I
I
I 2 Amer ican is a W hol ly owned subsidiary of  Amer ican W ater  W orks Company,  Inc.  ( "AW W ")

'\
J which is the lar9_est privately-owned water utility system in the United States, providing `warer,

4 wastewater and other water resource management services xo approximately 3 million customers|
5 in 23 states, and with a reported consolidated rel plant ofS5.l billion and operating revenues of

6 'sins bi l l ion.  AW W 's December 31, 1999, balance sheet reflected a capital structure of 58.4

7 percent long-term debt, 2.3 percent preferred stock and 39.3 percent common equity.

8 in 1999, AWW's subsidiaries invested $467 million'in improving and upgrading their

facilities,9 and for the past several years, AWW has made similar expenditures averaging nearly

10 $400 million per year. According IO Awe wimcsses, Awe's acquisition policy's motivated,

l x at least in part. by anticipated capital expenditures resulting from new regulatory requirements

I N and programs and the need to replace or upgrade aged infrastructure ro maintain high quality

13 service. With the additional water and wastewater systems, AWW and its subsidiaries hope to

14 obtain economies of scale and lO strengthen their financial capability by expanding their

l 5 customer base.

16 The Transaction

17 On October 15. 1999, Citizens, Arizona~American and AWW entered into an agreement

18 under which Arizona-American is to acquire the water and wastewater assets and the Certificates

19 held by Citizens in Arizona ("the Acquired Assets") for approximately $231 million, subject to

the time The20 adj vestment at of closings purchase price wit I be increased based On utility plant

2 l added by Citizens after June 30, 1999, and will be reduced based on plant retirements occurring

22 after such date. The Acquired Assets include all utility plant, property and interests relating IO

23 Citizens' water and wastewater operations in Arizona, with certain exceptions, including assets

24 commonly used by Cit izens in connection with other ut i l i ty operations, cash and cash

25 equivalents, and assets related to benefit plans. Citizens will also retain certain liabilities.

26 including obligations -for taxes payable, obligations relating IO employee compensation and
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I benefits, and refunds of ccnain advances in aid of construction. Arizona-American will assume

2 and be liable for all contracts and permits assigned at closing. certain industrial Development

-w
J Revenue Bonds ("IDRBs"), and unperformed obligations.

4 Arizona-Americah will finance the purchase of the Acquired Assets by a combination of

5 debt and equity, AWW has recently formed a new subsidiary, American Water Capital

6 Corporation ("AWCC"`), that  wi l l  prov ide loans and other f inancial  serv ices to AW W

7 subsidiaries, initially, Arizona-American will borrow funds from AWCC on a short~lerm basis.

8 and receive additional funds in the form of common equity directly from AWW Within 12

9 months, the short-term debt will be convened to long-term debt with a planned capital structure

10 which wil l  contain 55 IO 60 percent debt and 45 to 40 percent common equity, including

l  I Arizona~Amcricar\ls existing debt and equity capital and the Citizens' IDRBs that wi l l  be

I 2 assumed.
*J

13 The Position ofIStaftland the Staff Settlement Agreement

14 Staff generally supported the application, and recommended that the transfer of the

l 5 Acquired Assets ro Arizona-American be approved. subject to several conditions.

16 First, Staff recommended that the Commission defer any decision on the ratemaking

17

18

treatment of an acquisition adjustment, deferred taxes, excess deferred taxes, and investment tax

I credits until a future rate proceeding.

19 Second, -Staff recommended that the decision to allow recovery of aN acquisition E

i

a

8

20 adjustment be based on Arizona~American's ability to demonstrate that clear, quantifiable and

21 substantial net benefits have been realized by ratepayers, which would not have been realized

l had the transaction not occurred.22 I
I
<A

24

23 Third, Staff recommended that Arizona-American should be ordered to file, 13 months i

25

I
I

3
8
E
I

326

la Arizona-American has filed an application for authority to issue shop-term and long-term debt in
'connection with financing the purchase of the Acquired Assets. which is pending in Docket No. W
0 I 303A-00-0979.
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I

2

"1
J

4

after the closing of the transaction. a report comparing the number of complaints received by the

Commission prior to and after the transaction. The report should provide an explanation of any

Isivniticant changes in the number and importance of the complaints. Staff.would then review

1 this report and, if necessary, make a recommendation to the Commission of any further action to

5 l  be taken.

6

7

8

9

Fourth, Staff recommended that an imputation of the .benefits related to advances in aid

lot construct ion ("AIAC") and contribut ions in aid of  construct ion ("CIAC") received by

I Arizona-American remade in subsequent rate proceedings for each former Citizens' system.

I The purpose of the imputation would be to recognize those portions of the Acquired Assets that

I10 were financed by AIAC and CIAC which Arizona~Ameri<:an will not be assuming. Staff also

l I

la

recommended that imputed AIAC be amortized over a period of 10 years, while imputed CIAC

would be amortized below the line in the same manner as would have otherwise occurred.

13

14

Fifth, Staff recommended that Arizona~Ameri.can be required. to seek Commission

approval of any amendments to, or transfers of agreements relaxing to the purchase of water,

15 I such as Citizens' Central Arizona Project ("CAP") water subcontracts.

Finally, Staff recommended that the Commission order Arizona-American to charge16

17

18

19

20

2 l

22

7.3

| ratepayers for services based on the rates, charges, and service tariffs in effect at the time of

'closing in each Citizens service territory, until such time as Arizona-American files general rate

I proceedings for each service territory.

In its rebuttal filing, Arizona-American indicated that it would stipulate tO the conditions

I recommeNded by Staff, including the deferral of a decision concerning the recognition of an

acquisition adjustment and the conditions under which an acquisition adjustment would be

1 recognized, and would adopt and utilize the rates and charges for service, and all other service

l tariffs currently in effect in each of the affected Citizens service territories. However, Arizona-.  24

25 'American disagreed with imputing Citizens' AIAC and CIAC to Arizona-American.

26

I

I

I
I

I

I
I

I
I
I

I

I
I
|

I|'

I
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l

2

Subsequently, Staff and Arizona~American entered into the Agreement, which resolved

all areas of disagreement relating to the terms and conditions under Which the Acquired Assets

would be transferred to Arizona-American.q
.3

4 Pursuant to the terms of the Agreement, Citizens` AIAC and CIAC will be imputed to

5

I
I
I

Arizona-American for ratemaking purposes. This adjustment will reduce rate base. The amount

6 of the AIAC and CIAC to be imputed to Arizona-American for ratemakin<1 purposes will be

based on the actual balances shown on Citizens' regulatory books as of the date of the transfer of7

8 the Acquired Assets, adjusted as follows: an amount equal to 5 percent of Citizens' AIAC

9

I I

balance at the time of the transfer will be reclassified as CIAC and added to the CIAC balance,

10 and the same amount will be deducted from Citizens' AIAC balance. The adjusted amount of

AIAC will be amortized below the line (i.e., no impact on expenses) over a period of 6.5 years,

12 with the amortization period beginning on the day on which the transfer takes place. The

13 adjusted amount Of CIAC will be amortized above the line (i.e., as 'a reduction to depreciation

14

la

16

expense that would otherwise be recoverable in rates) over a period of 10 years, with the

amortization period beginning on the day on which the transfer takes place. The imputation of

AIAC and CIAC to Arizona-American is soielv for rate making purposes, and not for financial

17

18

19

20

2 l

I
I 22

| accounting or any other purpose.

in addition to agreeing to the imputation of AlAC and CIAC, Arizona-American agreed

| that the Commission may adopt Staffs remaining conditions concerning the sale and transfer of

the Acquired Assets. Staff and Arizona-American also agreed that Arizona-Americanls request

1 foran accounting order to establish the amortization method for any acquisitionadjustment

| resulting from the transaction should be deferred until a future rate case.

23

24

I 25

Based on these agreements by Arizona-American, Staff is recommending that the

| Commission should approve the transfer of the Acquired Assets to Arizona-American and should

1 not impose any additional terms. conditions or requirements on Arizona-American.

26
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1
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4

5

During the hearing, Staff and Arizona-American voiced their support of the Agreement.

I believing that its terms are reasonable and in the public interest. AUlA also expressed its

| support for the Agreement. However. the remaining party to the proceeding, RUCO, objects to

l the approval of the Agreement and to the transaction generally, as discussed below,

Position orRuco

6 RUCO maintains the proposed transaction believing that it is not in the public interest

7

I
I
I I

9

10

I l

| and should not be approved unless it is restructured. RUCO argued that the transaction could

8 possibly, in the future. impact on ratepayers. While RUCO did not disagree that consideration of

an acquisition adjustment should be deferred until a future ratecase, RUCO argued that the gain

resultin'l from the sale of the Acquired Assets received by Citizens. i.e.. the difference between

the net book value of the Acquired Assets and the purchase price being paid by Arizona-

12 American, should be shared equally between Citizens stockholders and the ratepayers. RUCO

13I
I

14

15

further argued that the Commission should adopt a set of criteria to determine what, if any.

acquisition adjustment should be allowed in a future rate proceeding. RUCO also suggested that

to make this transaction in the public interest, among other things, the transaction should be

16 contingent upon Arizona-American's Board of Director's approving a letter pledging to invest no

less than 15 percent of the purchase price in acquisitions and capital improvements of"resources

18 I stressed" water and/or wastewater utilities in Arizona no later than 72 months after the date the

17

I
19 I Commission authorizes the transaction.

20 * Analysis of Disposition of Gain Issue

21 RUCO contended that fundamental principles of fairness support sharing the gain in this

22

73

z

I

24

25

26

lease. RUCO maintained that ratepayers have shared in the risk associated with the operation of

I the utility assets and that it necessarily follows that ratepayers should share in the gain realized

l from the sale of those assets. According to RUCO, this risk sharing results from the accounting

Itreatmenl prov ided in the National 'Association of  Regulatorv  . Uti l i ty Commissioners

1("NARUC") UnifOrm System of Accounts when an asset is retired prematurely, Le., before a
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I
I

2

| utility fully recovers its original cost via depreciation.- RUCO also stated that prior Commission

I decisions support gain sharing.

'1
.>

In response, Citizens argued that ratepayers have assumed no riskin connection with the

4 Investors have provided the

Therefore. the5

6 As to prior

I
7

'operation of Citizens' water and wastewater ~utility business,

I utility's capital and bear the financial risks associated with its operations.

| investors should be entitled to receive any gain resulting from the transaction.

Commission decisions. Citizens cited three analogous cases involving a sale of an entire line of

8 utility business in which the Commission did not order gain sharing' Citizens also cited

9 Decision No. 60167 lApri I 17, I 997) in which a utility's natural gas business was sold at a loss.

10 In that case, the Commission did not order the customers to share in the loss.'

I I This proceeding is similar to the three cases cited earlier by Citizens since it is selling its

IN entire business and will have no further water and wastewater operations in Arizona. The

I 13 Commission has never required gain sharing.under these circumstances. In the Conte!  of the

14 West matter, in which Citizens was authorized to acquire all of Contel's telephone properties in

IN Arizona, Staff urg€8 that the gain resulting from the sale be shared equally with ratepayers.

16 However. the Commission rejected Qain sharing in that case.

17 We also do not believe that ratepayers bear a substantial risk by virtue of receiving utility

19

18 I service in this case. The particular accounting treatment for depreciable plant provided under the

I Uniform System of Accounts does not shift risk to customers, but rather prescribes particular

20 I accounting adjustments to properly reflect rate base before and after the retirement of a plant

I item. The utility's owners, i.e.,. its shareholders, ultimately bear the risks associated with the21

I 22 Iuti l i ly's business. While regulation may reduce those risks relative to most non-regulated

23

24
58819,

25
4 Citizens/Southern Union. Decision No. 57647 (December 2, 1991); Come]/Citizens. Decision No.
(October 17, I994); and GTE/Citizens, Decision No. 67648 (June l3,2000).

26 s Ago Improvement Company/Southwest Gas, Decision No.60167 (April 17, l 997).
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I businesses. regulation does not shrfI that ask to ratepayers. who are nulled to receive utxhty

in service at rates set by the Commission.

'\
.> Accordingly, we do not find Ir appropriate under the circumstances in this case to require

Citizens to share with ratepayers any pan of the gain it receives from the sale of the Acquired

7

4

5 I Assets to Arizona-American. However- this will not preclude the Commission from protecting.

6 the ratepayers in the future. in any claim for an acquisition adjustment in a future rate case, the

1.Commission can strictly scrutinize the foundation of the claim and determine what amount. if

8 any, should be approved.

9 Analysis of Remaining RUCO Recommendations

10 RUCO's other .recommendations pertained to the structure of the transaction and

1 I RUCOIs concerns that this structure could lead to rate increases in the future. RUCO's concern

la primarily relates to the fact that Arizona-American will not be assuming all at' Cil izens`

13 liabilities associated with AIAC and CIAC, which totaled approximately $80.8 Million and $4.7

la million, respectively, at December 31, 1999. According to RUCO, the structure of  the

la transaction will result in the elimination of AIAC and CIAC as reductions from rate base. which

16 will in turn result in an increase in rate base and, eventually, to rate increases.
I
I
1

17 We believe that the Agreement appropriately deals with this issue. Citizens' AIAC and

18 CIAC will be recognized for ratemaking purposes by Arizona-American, even though Arizona-

19 'American is not assuming those liabilities. By virtue of .this imputation, the impact of the

20 structure of the transaction will be ameliorated. Based on the evidence and the testimony, the

21 'approach utilized in the Agreement is reasonable.

22 Further, the evidence indicates that the transaction between Citizens, Arizona-American

83 'and AWW was the product of arms-length negotiations that occurred after Citizens had adopted

24 I its current business strategy of focusing on telecommunications services and divesting itself of

1 . .
its water and wastewater systems, as well as its electric and natural Qas systems throughout the25

26
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I country. This is not a transaction between affiliated companies. The payment by Arizona~

2 American will constitute an investment in the Acquired Assets.

q
_) RUCO also expressed concern regarding the impact of the transaction on Citizens'

4 accumulated deferred income taxes ("ADlTs"), which totaled approximately $5.2 million as of

5 December 31, 1999. and Citizens' investment tax credits (°'ITCs"), which totaled approximately

6 $2.2 million as of the same date. Under the Aereemem, any decision on the treatment ofIADITs

7 and laCs will be deferred until Arizona-American seeks new rates in a future proceeding.

8 Staffs recommendation is appropriate under the circumstances herein.

9 Next, RUCO questioned the approach proposed by Arizona-American and Staff, as

10 adopted in the Ag[c€l'll€fl[, for dealing with the possible future recognition of an acquisition

I I adjustment in rates. RUCO agreed with Arizona-American and Staff that it is appropriate to

l a defer consideration of any acquisition adjustment resulting from the transaction until a future rate

13 proceeding, in order ro atTord Arizona~American an opportunity [O demonstrate that the

la acquisition has provided a net benefit to ratepayers by virtue of improved operating efficiencies.

IS economies of scale and other synergies. However, RUCO's witnesses also contended that the

16 Commission should adopt a set formula that would be used in connection with any future

17 determination of the amount of the acquisition adjustment.

18 We have concerns about the adoption of a set, mechanical formula to quantify a future

19 acquisition adjustment. We believe that such a determination should be made at the time all the
1

20 facts and circumstances are known. Staff"s recommendation concerning the basis on which the

21 Commission will allow the recovery of an acquisition adjustment is reasonable and in the public

22 interest. Arizona-American is cautioned that the Commission will require Arizona-American to

23 demonstrate that clear. quantifiable and substantial net benefits to ratepayers have resulted from

»
»

i

24 the acquisition ofl.Citizens' systems that would not have been realized had the transaction not

25 occurred before tire Commission will consider recovery of any acquisition adjustment in a future
8!
8

26 rate proceeding.

000l97()8<O DECISION NO. 43584

<5
z

3

E

é
s

I I

a



DOCKET NG \V~0l03"A-00-0I97 ET AL.

I RUCO was also critical of Arizona~Americanls failure to assume all of Citizens' lDRBs.

2

4
_)

4

5 RUCO believes that there may be three additional Citizens bond issues, representing low~cost

I s stated, Arizona~American will assume cenain IDRBs. Which total approximately $10.6

I million. The iDRBs that will be assumed constitute low-cost capital. The average cost of the

I lDRBs that will be assumed by Arizona-American was 355 percent per annum during 1999.

6 capital, that will not be assumed in connection with the transaction.

7 Arizona-American, in its testimony, has acknowledged that other bonds have been issued

8 by Citizens. The evidence indicates, however. that in contrast to the IDRBs that will be

9 assumed, theother bonds would require unanimous consent from all bond holders in order ro be

10 assumed, which would be administratively difticuh, if not impossible, to accomplish within the

1 I time frame of the transaction. The additional costs to Arizona~American to replace these Iow-

12 cost IDRBs with alternative forms of financing was not ascertained.

13 We find that it would not be feasible for Arizona-Americanto assume the remaining

14 bonds and it would H01 be reasonable [O impute these bonds (O Arizona-American's capital

la structure, The remaining bonds will continue to be anobligation ofICitizens and' will continue to

16 be included in Citizens  ̀capital structure in its on¢1oin<1 telecommunications business.

17 Finally, RUCO recommends that authorization of the transaction be made contingent on

18

19

| Arizona-Americanpledging to invest not less than 15 percent of the purchase price for tile

Acquired Assets, or approximately $35 million, in acquisitions and capital improvements of

"resource stressed" water and/or wastewater utilities in Arizona. These acquisitions and capital

21 | improvements would have to be made within 72 months from the date on which the Commission

20

22 I approves the transaction.

'23 The Commission recognizes that there are small water and wastewater utilities in Arizona

24 I that may need technical and financial assistance. Indeed, the Commission has provided such

25 assistance to small water and wastewater utilities through workshops and the development of

26 policies aimed at improving their financial viability. However, it is not reasonable to compel a

0001920&O DEclslon no. 3 5 8 %
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I it clear that the

2

I private utility to spend in excess of$35 million to solve these problems nor is

l Commission has the authority to do so,

'v
J Arizona.-American has indicated its wil l ingness to WGrk with the Commission in

4 By

5

6 as

7

8

1 developing solutions to service problems being experienced by small, troubled utilities.

1 virtue of acquiring! Citizens' systems in Arizona, Arizona-American will be in closer proximity

I to a number of  these systems. and the Commission would expect Arizona-American,

1 circumstances warrant, to seriously consider acquiring these systems or otherwise provide

I technical or financial assistance. For these reasons. we do not believe it is appropriate to impose

9 such a mandate on Arizona-Americzxn.

|
I
I
I
I
I 10 * 1% >e< * * * 8 * * *

l  I Having considered the entire record herein and being fully advised in the premises, the

IN Commission finds, concludes, and orders that:

13 FINDINGS OF FACT

14 I Pursuant to authority granted by the Commission, Citizens provides public water,

I 15 wastewater, electric, natural gas and telecommunications services in various parts of Arizona.
\

2.16 Pursuant to authority by the Commission, Arizona-American. a wholly owned
\

17 subsidiary of AWW, provides public water service ro approximately 4,600 customers in the

18 Town al' Paradise Valley, the City of Scottsdale and in certain unincorporated portions of

19 I Maricopa County, Arizona. Arizona-American is presently classilled as a Class. B water utility.

20 3. On March 24, 2000, Ci t izens and Arizona-American f i led an Appl icat ion

wastewater utility assets: in
| .

2 l l requesting approval of the sale and transfer of Citizens' water and
|

I '77 I Arizona together with the transfer of Citizens' Certificates to Arizona-American.

23 4. RUCO and the AUIA were granted intervention in this Docket.

24 5. Public notice of the Application and hearing thereon was published in various

25 newspapers throughout Arizona within and in the vicinity of Citizens' and Arizona-American's

26 cerliGcaled service areas.

I 00019°O&O DEc3slon no. 4  3 5 8 / 5 4
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l 6. Customers of Citizens were also notified of the Application by means of a written

2 liu insert.
5
J 7. Citizens` current business strategy is to foe us on the provision o f

4

5

I teiecommunicalion

I through the acquisition of wire centers and access lines from other providers,

services and to expand its telécommunicalions subsidiaries` .operations

primarily in rural

6 areas.

7 8. In the furtherance of  this business strategy, Ci t izens is sel l ing i ts water,

I
I 8 wastewater, electric and natural gas utilities and applying the proceeds to finance acquisitions

9 and other business activities in the telecommunications industry.

10 9. AWW and its subsidiaries. including Arizona-American, are the largest privately-

I  l owned waler ulilll\ system in the United States. provldmg water, wastewater and other water

12 resource management services to approximately three million customers in 23 states.

13 \0. AWW is filnanciallv souNd, and has the experience, expertise and resources to

1 4 assume and perform Citizens` public service obli9a1ions.

15 On October 15, 1999, Citizens, Arizona-American and AWW entered into an

16 asset purchase agreement under which Arizona-American will acquire all of the water and

17 i wastewater utility assets together with the requisite Certificates held by Citizens in Arizona.

18 12. Arizona-American will pay a purchase price of approximately $231 million which

4

a

21

19 i  includes the assumption of  approximately $10.6 mil l ion of  existing debt in the form of

20 outstanding IDRBs. The purchase price is subject to adjustment either higher or lower based on

I plant additions and retirements occurring after June 30, 1999.

I
I
I

I
|

I 77 13. Arizona-American will finance the transaction through a combination of debt and

23
\

24

'equity, resulting in Arizona-American having a capital structure of 55 to 60 percent debt and 45

i to 40 percent common equity. This debt to equity ratio is comparable to the capital structures of

25 most large, publicly-traded water utilities.

26
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l 14.

2

'o
.)

Staff is recommending that the Application be approved for the sale and transfer

lot Citizens' water and wastewater utility assets including the Certificates to Afi20na-Ame,ican

I subject to the followihg conditions:

4

5

that any decision on the ratexnaking .treatment of an acquisition adjustment.
deferred taxes, excess deferred taxes and investment tax credits be deferred until a
future rate proceeding,

I
I
I
I
I 6

7

that if recovery of any acquisition adjustment is authorized in the future it should
be based on Arizona-American's ability to demonstrate that clear, qUantifiable
and substantial net benefits have been realized by ratepayers in the affected areas.
which would not have been realized had the transaction not occurred,

8

9

10
Staff should review the data and. if necessary, make

I  l

that Arizona-American file, 30 days after the first anniversary of the transaction, a
report which compares the number of complaints received by the Commission
under Citizens' ownership and under Arizona-Americanls ownership and provide
an explanation of any siqnihcant changes in the number and importance of the
complaints received. a
recommendation to the Commission of any further action to be taken,

la

13

that an imputation of the benefits related to AIAC and CIAC received by Arizona-
American should be made in subsequent rate proceedings for each former
Citizens system as recommended by Staff in its direct testimony;

14

I
I
I la

that Arizona-American shall be required to secure prior Commission approval of
any amendments to, or transfers of agreements relating to the purchase of water,
such as Citizens' CAP water subcontracts, and

16

17

that Arizona-American shall charge ratepayers for services based on the rates,
charges, and service tariffs in effect at the time of closing in each Citizens service
territory, until such time as Arizona-American Files general rate proceedings for
each service territory.

18

I
I

19 On September 26, 2000, Staff filed the Agreement that is marked Exhibit A. The

20 l Agreement resolves all issues relating to the terms and conditions under which the Acquired

21 I Assets may be sold and transferred to Arizona-American. .

16.

15.

22

23 I recommendations if they are adopted by the Commission.

In the Agreement, Arizona-American acknowledged that it will follow Staffs

24 17. While RUCO did not oppose the treatment of the acquisition adjustment in a

25 future rate proceedin'l, it neither joined in signing the Agreement nor suggested a workable

26
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alternative approach to that agreed upon by Arizona-American and Staff in the Agreement in this

2 | instance based on our prior treatment of similar transactions.

1

1
_) 18. Arizona-American is a fin and proper entity to acquire Citizens` utility assets and

4 Certificates and to assume Citizens' public service obligations for the operation of the utilityI.
5 systems in Arizona.

6 19. Staff and Arizona-American believe that the approval of the Agreement attached

7 hereto as Exhibit A is in the public interest.

I
I 8 20 Based on our review of the evidence, Staffs recommendations in Findings of Fact

9 No. 14 and the Agreement are reasonable and in the public interest. Therefore, the transfer of

10 Citizens` water and wastewater utility assets and Certificates to Arizona-Americzin should be

1 I approved.

12 CONCLUSIONS OF LA\V

13
1 Citizens and Arizona-American are public serv ice corporations within the

14

I
I IN

meaning of Article XV of the Arizona Constitution and A.R.S. §§ 40-281, 40-282 and 40-285

16 2. The Commission has jurisdiction over Citizens and Arizona-American and over

17 the subject matter of the Application.

18 "I
.J. Citizens and Arizona-American provided notice of this proceeding in accordance

19
with the law,

20

I
I 4. There is a continuing need for public water and wastewater serv ice in the

')'7

2 l

Icertifkated service areas of Cilizens=

23 5. Arizona-American is a fit and proper entity to receive the Certificates of Citizens.

24 6. The Application of Citizens and Arizona-American, the Agreement and the

25 conditions recommended by Staff in Findings ofIFact No. 14 should be approved.

I 26
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i

l ORDER

2

'r
.)

5

6

7

8

9

I l

IN

13

14

l 5

IT IS THEREFORE ORDERED that the Joint Application for Approval to Transfer the

Assets and Certificates of Convenience and Necessity of citizens Utilities Company, now known

4 as Citizens Communications Company, together with its. Agua Fria Water Division, _Mohave

Water Division. Sun City Water Company, Sun City Sewer Company, Sun City West Utilities

Company, Citizens Water Services Company ofIArizona, Citizens Water Resources Company of

Arizona, Havasu Water Company and Tubae Valley Water Company, to Arizona-American

Water Company be. and is hereby. approved

IT IS FURTHER ORDERED that Arizona-American Water Company shall comply with

10 the terms, conditions and requirements as set forth in the Staff Settlement Agreement, attached

hereto as Exhibit A. and with Staffs recommendations in Findings of Fact No. 14 hereinabove.

IT IS FURTHER ORDERED that Arizona-American Water Company shall file, within

30 days from the date on which the acquisition has been completed with the Director of the

Commission's Utilities Division, appropriate documentation evidencing its acquisition of the

Citizens Utilities Company now known as Citizens Communications Company's ArizOna water

16 and wastewater utility assets.

17

20

21

IT IS FURTHER ORDERED that Arizona~American Water Company shall notify its

18 customers of the effective date of the transfer of the utility assets and of its assumption of the

19 obligation to provide water and wastewater utility services at the existing rates by means of an

insert in its first regular monthly billing or by other appropriate means immediately following the

date it files the documentation with the Director of the Utilities Division.

22

23

IT IS FURTHER ORDERED that Arizona-American Water Company shall file, within

15 days of the date it files the documentation with the Director of the Utilities Division, a copy

24 of the notice it provides its customers.

25

I
I
I
|
I
I
I
I
I
I
I
I
I
I
I
I
I 26
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I IT IS FURTHER ORDERED that Arizona-American Water Company shall continue toI
I 2 charge the existing .rates and charges of the trans férred utility companies until further Order by

3 the Commission.r

4 IT IS FURTHER ORDERED that Arizona-American Water Company shall continue to

file all periodic reports, and comply with all outstanding compliance matters previously required

6 ofICitizens Utilities Company, now known as Citizens CoMmunications Company relative to the

5

8

7 acquired water and wastewater operations.

IT IS FURTHER ORDERED that Citizens Utilities Company shall maintain its books

9 and records for the transferred utility companies for a period olla years from the effective date of

10 this Decision. '\

I I IT IS FURTHER ORDERED that this Decision shall become effective immediately.

12

13

BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

CHAIRMAN - CMMISSIONER
15

14

COMMISSIONER

16 / . WHEREOF,
Executive

BRIAN C. McNEIL,

17

18 this ,QV//{ day

I WITNESS I,
Secretary of the Arizona Corporation

Commission, have hereunto set my hand and caused the
official seal of the Commission to be affixed at the Capitol,
in the of Phoenix, of

, 200 l
19

20

21
. 4

'é,é1An c.46nEiL ,
EXECUTL E SECE =TARY

_. " /22

23
DISSENT'

24

25

26
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I
l SERVICE LIST FOR: CITIZENS COMMUNICATIONS COMPANY

ET AL.
2

DOCKET NOS.:
'\
_)

4

W-0 I038A-0))-0I92: W-.0 I032B-00-0192, w-
01032C-00-0192, S-02276A-00-0192, WS-
02334A-00-0 l 92; WS-03454A-00-0192; ws-
03455A-00-Ol92, W-020 l3A-00-0l92; W-ol 595A-
00-0192; and w-01303A-00-0192

3
f
I .

I

!

!
5

6
f

7

8

Michael M. Grant
GALLAGHER & KENNEDY
2575 East Camelback Road
Phoenix, Arizona 85016-9225
Attorneys for Citizens Communications
Company, et al.

9

10

I l

Nomwn D. James
FENNEMORE CRAIG -
3003 N. Central Avenue, Suite 2600
Phoenix, Arizona 85012-2913
Attorneys for Arizona-American Water Company

la

13

Walter W, Meek, President
Arizona Utility Investors Association
p. o. Box 34805
Phoenix, AZ 85067IN

I
I
I
I
I
I
I 1 5

16

17

Christopher C. Kempley, Chief Counsel
Legal Division
ARIZONA CORPORATION COMMISSION
1200 West Washington
Phoenix, AZ 85007

18

19

Deborah Scott, Director
Utilities Division
ARIZONA CORPORATION COMMISSION
1200 West Washington .
Phoenix, AZ 8500720

2 l

I
I
I 22

23

Daniel W. Pozefsky
Staff Attomey
Residential Utility Consumer Office
Suite 1200
2828 North Central Avenue
Phoenix, AZ 85004

24

25
3099-u035fsvs°%

26
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I
1 ICARL J.KUNASEK

CHAIRMAN
2 IJIM IRVIN

COMMISSIONER
3 lwILLIAm A. MUNDELL

COMMISSIONER
4

I
I

BEFORE THE ARIZONA CORPORATION COMMISSION

DOCKET NOS. W~O1032A-OO- 0192
W-01032B.-OO- 0192
W-O1032C-OO- 0192
S-O2276A-OO- 0192
WS-02334A~00-0192
WS-03454A-00-0192
WS-03455A-00-0192
w-Q2o13A-oo- O192
w-o1 595A-OO- O1 92
w-01 303A-OO- O1 92

I
I
I
I

IN THE MATTER oF THE JOINT
APPLICATION OF CITIZENS UTILITIES

AGUA FRIA WATER
OF CITIZENS UTILITIES
MOHAVE WATER DIVISION

OF CITIZENS UTILITIES COMPANY; SUN
WATER COMPANY; SUN CITY

COMPANY, sun. CITY W EST
UTILITIES COMPANY; CITIZENS WATER

COMPANY OF ARIZONA;
WATER RESOURCES

OF ARIZONA; HAVASU
WATER COMPANY AND TUBAC VALLEY

COMPANY, INC., FOR
APPROVAL OF THE TRANSFER OF THEIR

AND WASTEWATEQ UTILITY
ASSETS AND THE TRANSFER OF THEIR
CERTIFICATES OF PUBLIC CONVENIENCE

To ARIZONA-
WATER COMPANY AND FOR

SETTLEMENT AGREEMENT BETWEEN
ARIZONA CORPORATLON

COMMISSION STAFF AND ARIZONA-
AMERICAN WATER COMPANY

.
I

5

II
COMPANY;

7 DIVISION
COMPANY;

8
CITY

9 SEWER

10 ISERVICES
CITIZENS

I I COMPANY

12 WATER

13 WATEFI

14
'AND NECESSITY

15 IAMERICAN
CERTAIN RELATED APPROVALS.

16

I
I|

Arizona

17

18'

19

20

21

22

23

24

25

26

On March 24, ZOOG, Citizens Utilities Company (now known as Citizens'-

I Communications Company), its Agua Fria Water Division, its Mohave Water

| Division, Sun City Water Company, Sun City Sewer Company, Sun city West.

fUtilities Company, Citizens Water Services Company of Arizona, Citizens Water

| Resources Company of Arizona, Havasu Water Company and Tubac Valley Water

1 Company (collectively, "Citizens") and Arizona-American Water Company

1 ("Arizona-American") . filed with the Corporation Commission

| ("Commission") a joint application for the approval of the sale and transfer of

I Citizens water and wastewater utility plant, property and assets in Arizona,

'including transfer of Citizens' certificates of convenience and necessity

Fznxsuoxe CRAIG I PHX/NIAMES/Il09l26.lf73244,02l
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1

2I
I 3

4

5

6

7

8

1 ("Certificates"), to Arizona~American pursuant to A.R.S. § 40-285.

The Commission's. Utilit ies Division Staff  ("Staff") has investigated the

l applicat ion and has recommended that the applicat ion be approved by the

1 Commission, subject, however, to certain conditions and requirements, which are

I set forth in the Direct Testimony of Linda A. Jaress, filed in this docket on August

I 14, 2000, at pages 18-19 ("Staff  Recommendations"). Arizona-American has

1 indicated that it is willing to accept the Staff Recommendations, With the exception

l of the recommendation that Citizens' advances in aid of construction ("AlAC") and

9 contributions in aid of construction ("CIAC") be imputed to Arizona-American.

10

11 Iconcerrming the matters in dispute with respect to the application and have reached

Representatives of  Staf f  and Ari*ona-American have had discussions

12 a settlement. The purpose of this Setdemermt Agreement is to memorialize the

13 agreement that has been made by.arld arfwong Staff and Arizona-American, which

14 resolves all areas of disagreement relating to the terms and conditions under which

15 Citizens' Arizona water and wastewater assets and Citizens' Certificates may be

16 transferred to Arizona~American.

17 1. AIAC imputation, Amortization. As of December 31,1999, Citizens"-

I
21 Such imputation

-22 The total amount of AIAC imputed will be

23

24

18' IAiAC balance was $8.0,818,669. Citizens' AIAC balance as of the date on which

19 Citizens' water and wastewater assets and Certificates are transferred to ArizOna-..

20 American and Arizona-American becomes responsible for the provisioN of water

l and wastewater services will be imputed to Arizona-American.

shall be solely for ratemaking purposes.

adjusted as more particularly provided below. The adjusted amounLof AIAC will be

amortized below the line (i.er, no impact on expenses) over a period of 6.5 years,

l with the amortization period beginning on the day on which the transfer takes

26 place.

25
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l 2. CIAC lm Dutatior\z Amortization. As of December 31, 1999, Citizens'

Citizens' CIAC balance as of the date on which

Such imputation

The total amount of CIAC to be imputed

I

2 ICIAC balance was $.4,734,430.

3 Citizens' water and wastewater assets and Certificates are transferred to Arizona-

4 American and Arizona-American become responsible for the provision of water and

5 wastewater services will also be imputed tO Arizona-American.

6 1 shall be solely for rate making purposes.

7. I to Arizona~American will also be adjusted as provided below. The adjusted CIAC

8. | balance imputed to Arizona-American will be amortized above the line (i.e., as a

9 | reduction to depreciation expense) over a period of TO years, with the amortization

10 period beginning on the day on which the transfer takes place. -

1 1 *D Adius:lrr.ar\t to Recorded' AIAC and CIAC Balances, ._...*_1l1C amounts of

12 AIAC and CIAC to be imputed to Ari.zoner-American for rate making purposes will be

13 based on the actual balances shown on Citizens' regulatory books as of the date of

14 the transfer, adjusted as follows: An amount equal to f ive percent (5%) of

15 Citizens' AIAC balance at the time of the transfer will be reclassified as CIAC and

16 added to the CIAC balance, and the same amount will be deducted from Citizens'

17 AIAC balance in computing the amounts to be imputed to Arizona-American for'-

18' rate making purposes hereunder.

1,9 4. Adoption of Remaininq Staff Recommendations. Arizona-American

20 agrees that the Commission may adopt the remaining Staff Recommendations, as

I 2l~ set forth in the Direct Testimony of Linda A. Jaress.

22 5. Deferral of Determination of Amortization Method. The parties agree

that Arizona-Arnerican°s request for an accounting order to establish the23
24 amortization method for any acquisition adjustment resulting from the transaction

25 should be deferred ultil a future rate case.

26 6. Transfer in the Public Interest. Based on the foregoing agreements

Fssnzuonz CRAIG
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1

2

3

4 the terms set fortH herein.

and understandings, Staff agrees that Arizona-AMerican is a fit and proper entity to

acquire the Certificates and that the Commission should .authorize and approve the

transfer of Citizens' Arizona water and wastewater assets to Arizona-American on

No additional ter.ms, conditions or requirements are

5 necessary or appropriate.

6 7. Support and Defend. This Settlement Agreement will be introduced as`

7

8 2000.

9

an exhibit during the hearing on the application, presently set for September 27,

Arizona-American and Staff will jointly request that the Settlement

Agreement be received into evidence, and agree to support and defend this

10 Settlement Agreement and the transfer of Citizens' water and wastewater assets

and the Certificates to Arizona-American ort the terms set forth herein as just,

12 reasonable and appropriate based on the par titular circumstances presented in this

13 apphcadon.

14 8. Compromise; No Precederxt. This Settlement Agreement represents a

15 compromise in the positions of the parties hereto. By entering into this Settlement

16 Agreement, neither Staff nor Arizor\a~Americar\ acknowledges the validity .or

17 invalidity of any particular method,.theory or principle of regulation, or agrees that'-

18' any method, theory or principle of regulation employed in reaching a settlement is

19 appropriate for resolving any issue in any other proceeding, including (without.._

Io limitation) any issues that are deferred to a subsequent rate proceeding. Except as

21 specifically agreed upon ire~this Settlement Agreement, nothing contained herein

22 will constitute a settled regulatory practice or other precedent.

23 9. Privileged and Confidential Negotiations. All negotiations and other

24 communications relating t o this Settlement Agreement are privileged and

25 cormfidéntial, and no party is 'bound by any position asserted during the

26 negotiations, except to the extent expressly stated in this Settlement Agreement.

Fsswsmoas Como
Al'!5ll4(7\ Ar L.-

Inonu

PHX/NIAMES/l109126.\fl]244,0ZI
DECISION no. 6 l x

-4
»

i



. I . Docket No. w_01032A-00~0192 Et

4 _

I

2

3

As such, evidence of statements that were made or other conduct occurring during

the course of the negotiation of this Settlement Agreement is not admissible in any

proceeding before the Commission or a court.

4 10. Complete Aqreement. This Settlement Agreement represents the

5 complete agreement of the parties with respect to its subject matter. There are no

6

7

understandings or commitments other than those expressly set forth herein.

DATED this Z N day of September 2000.

8 ARIZONA CORPORATION
COMMISSION STAFF

ARIZONA-AMERICAN WATER COMPANY

9
v

10 (

By: By: /We 5.9
1 1

12

13

gteverl M. (flea
Acting Director, Utilities Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Norman O. James
FENNEMORE CRAIG .
3003 N. Central Aven , Suite 2600
Phoenix, Arizona 85012-2913.
AttOrneys for Arizona-American

Water Company .
14

15
An original and 10 copies of the
foregoing was delivered this

day of September, 2000, to:
16

17 *c

18,

Docket Control
.Arizona Corporation Commission
i 1200 West Washington
Phoenix, As 85007

l

19 PA copy of the foregoing
iwis delivered this day of

20 September, 2000, to: .

21 Karen E. Nally .
Assis.tant Chief Administrative

22 Law Judge
Hearing Division

23 Arizona Corporation Commission
1 200 West Washington

24 Phoenix, AZ 85007

4
25

26
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1

2
.8

l

J

3 42'

4

5

3`§;..
< 4

4 '

,

6

7

8

A copy of the foregoing
was tele copied/delivered and mailed this
day of September, 2000, to:

Daniel W. Pozefsky
Staff Attorney ... . '
Residential Utility Consumer"Qffice
2828 North Central Avenue , *'§
Suite 1200 ,
Phoenix, AZ 85004
(602) 285-0350 .
Walter W. Meek, President .
Arizona Utility Investors Association
p. O. Box 34805
Phoenix, AZ 85067
(602) 254-4300

9

10 r

I 1 2901 N. Central Suite 1660 I
v

4602)

Craig A. Marks ..
Associate General Counsel i
Citizens Communications Company

Phoenix, As 8561 2
265-341 5

1

P

1

12
, /

13

14 IBvr

15

16

3
l
g

i
1.17

18'

19

20

21

22

23

24

25

26
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|
AMERICAN WATER WORKS . SHARED SERVICES CENTER
CITIZENS ACQUISITION _
Final Acquisition Journal Entry - Arizona

F:\RATES\Arizona Citizens Rate Case\[Az Czn Entries Fina

*

1. RECORD UTILITY PLANT PURCHASED (Booked in Jan Based on Nov Info) JE2301, declass debt JE231

230105.104000
230105201200
230105221120
230105221100

Utility Plant Purchased/Sold
Common Stock
Bonds Inside
Bonds Outside

276,471,277
110,888,158
154,948,119
10,635,000

276,471 ,277
3,371

500,000
1 ,723,245

R
R

71,151
825,523

47,496 R
27,730

27,730
9,027

9,027
382,751

382,751
4,952

4.952
R

I
58t,849
99,208
30,557

896
24,374

R

1 ,057,874
9,672
5,654

195
272,822,609

19,974
6,1 10,694

2,500
Exb I

663,525

55,775,969 .
9,253

R
143,867 R

418
97,658

201,088
497,393

48,222
96,961

294,013I 28,554
22,458

44,971

2. RECORD ACQUISITION - NETASSETS
CZN recordnet assets
230105.10400
230105.134100
230105.146100.001
230105.141000
230105.141000
230105444000
230105.143000
239902_241249.002
239902.241249.001
239903.241249.002
239903.241249.001
239901.241249.002
239901 .241249001
239905.241249.002
239905.241249.001
230105146100.001
23010546100.001
230105.153000
230105.165500
230105.165500
230105.165500
230105.105110.1 CZN X
238305.146100.001
236206.675000.2135
236406.675000.2135
230105.101099
230105.101099
230105.105110.1 CZN X
230105.108105
230105.108105
230105.183000
230105.238010
238905.186898.DD230001 s
236205.186898.DD230001 s
236205.186898
236205.186898
236405.186898.DD230001 s
236405.186898
236405.186898
236105.186898.DD230001 S
236105.186898
236105.186898
236105,1 86898
230105.186898
2301051811 10

JE#
Utility Plant Purchased/Sold
Petty Cash
NR Other Manual (Notes Rec)
Accounts Receivable
Accounts Receivable-unexplained difference
Unbilled Revenue
Allowance for Doubtful Accounts
Collection for Others (agua Fria)
Collection for Others (agua Fria)
Collection for Others (Sun City)
Collection for Others (Sun City)
Collection for Others (Surprise)
Collection for Others (Surprise)
Collection for Others (Sabrosa)
Collection for Others (Sabrosa)
Misc NR - Manual
Misc NR - Manual .
Materials 81 Supplies-Stk E
Prepaid Postage
Prepayments - Transition services
Prepayments CAP Legal Services
Capital Exp. Invoices paid by Citizens
Sabrosa Water Well Project
Sun City Main Repairs
Sun City West Main Repairs
Utility Plant
Utifity Plant CBSC Assets
CWIP
Accumulated Depreciation
Accumulated Depreciation CBSC Assets
Preliminary Survey & Investigation
Customer Deposits
Ground Water Withdraw Fee
Ground Water Withdraw Fee
DDA -Other
DDA -Other .
Ground Water Withdraw Fee
DDA -Other
DDA -Other
Ground Water Withdraw Fee
DDA -Other
DDA -Other
DDA -Other
DDN Other (regulatory assets)
~Unamortized Debt Expense - outside

2,929,500
1,392,615

387,690
R



I

22,990

I
1,972,236,00

886,624 sch
23,364,564 sch

284,879 sch
30,921

230105181110
230105241998
230105236151
230105252120
230105262411
230105.840000
230105234300
230105.114100

Unamortized Debt Expense - outside
Other Current Liability - analyzed
Accrued Property Taxes
Advances for Const
DCN - Advance Payments and Deposits Other
Interest Exp Other
NP Misc, -Net Cash Payable
UPAA"

2,030,554
71,118,430

361,801,197 361,801,197

UPAA DETAIL Initial UPAA
Initial Cash Payment (line 5)
Less: Net Assets Purchased

Initial UPAA

266,618,443
195,489,291
71,129,152

Difference 10,722

CBSC Assets not on Citizen's Az BalanCe sheet
but should be according to the schedule

10,722 Part of IL workpapers

3. RECORD UTILITY PLANT DETAIL
GARY TO RECORD
230105. 101099
230105.101000.xxxxxx
230105 101000,xxxxxx
230105. 101000.xxxxxx
230105. 101000.xxxxxx

Utility Plant (incl CBSC Assets) 272_842,583
xxx
xxx
xxx
xxx

4. WRITE-OFF INVENTORY To EXPENSE (CREDITED EXP WHEN LOADED)
CZN W/O Inventory #4 JE#
230105.575000.16
230105.153000

Misc Oper Exp AG
Material & Supplies

30,557
30,557

5. EXPENSE PREPAID POSTAGE
JE#I CZN - w/o prepaids#5

230105.5l/5000.16
230105.165500

Misc Expense
Prepayments

896
896

6. EXPENSE PREPAID MOTOR VEHICLE TAXES AND CAP Legal
CZN - w/o prepaids#6 JE#
230105.575000.16
230105.165500
230105.165500

Misc Exp
Prepayments
Prepayments

21,874
2,500

I 24,374

7. To WRITE OFF UNBILLED REV.
JE#

I

CZN - w/o unbid//ed #7
236105.401120
236105.401220
236105401520
23620s.401120
236205.401220
236405.401120
236405.401220
237105.401120
237105.401220
237105.401520
237305401120
237305.401220
238305.401120

Aqua Fria Res
Aqua Fria Comm
Aqua Fria OPA
Sun City Water - Res
Sun City Water - Comm
Sun City West - Res
Sun City West - Comm
Mohave - Res
Mohave - Comm
Mohave - OPA
Havasu Res
Havasu Comm
Distco Res

120,069
29,652
24,609

211,176
36,464

107,910
22,191

115,155
32,575
4,601

17,944
5.827

71,303

I
I



I
238305.401220
238905.401120
238905.401220
230105144000

Distco Comm
Tubac Res
Tubae Comm
Unbilled Revenue

9,753
13,783
2,510

825,523

8. CAPITAL INVOICES PAID BY CITIZENS NEED TASK ORDER NUMBERS

is

r

NO ENTRY NEEDED
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order

Anthem Valve Vaults Task Order 5
Anthem Water Treatment Plant pp 3
Anthem Solids Handling Facility
Sun City West Reclaim Facilty
Sun Village well #5
Sun Village Water Plant Mods
Sun Village SCADA
Sun City Grand Water Plant #1
Anthem Project Mana Phase 4
Anthem Water Campus WTP 4MGD
Anthem Water Campus Tank #2
AT/AF Interconnect
Oakmont Dr. Water Replace
Anthem Remote Vault Float Valve
Anthem Valve Replacement
Sun City West Service Replacements
Sun City Sewer Flo Mtr SCADA RTU
Water test Agua Fira
Water Test Sun City
Water Test Anthem
Sun City/Sun City West Grdwtr Svgs
Sun City/Sun City Wst Well Study
Whitestone Water Reclaim Fac
Anthem Finished Water Res.#2
Sun City Grand SCADA
99th & Olive Flow Meter
Sun Village Booster Station
Surprise Main Replace
Anthem Phase 2
SUB . TOTAL

Need Task Order Sun Valley Water Treatment Plant

Wason the PA line of Exhibit I should beAz

15,366
51,093

344,109
70,913
18,900
11,129
2,240
7,990

76,444
310,975

3,757
1,147
1,965
7,410
5,124
5,916

11,266
88
70

640
3,016

25,415
5,846

47,735
1,560
1,318
3,494
1,520
1,851

1,038,299
19,575 Not On D Baker's sheets

I
I
I
I

TOTAL 1.951.819

p

I

I
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I

I
Citizens Business Services Company (CBSC)

Net Book Value of Assets - Banner System & Non Banner Items
At January 15, 2002

Category Description
Capitalized

Cost
Accumulated
Depreciation

Est, Net
Book
Value

Allocated by State
Illinois Arizona

I 5

6

7

8

g

g

g

10

11

12

Furniture & fixtures:
Office furniture
Work tables, files & storage cabinets
Copier
Facsimile machine
File server s. software - Sun City, As
File sewer 8. software . Harvey, LA
File sewer s. software - Woodridge, IL
PCs and software
Misc.
PC credit services
Toiai Furniture & Fixtures

2,497
3,582
1,565
2,465

19,974
99,870
79,895
53,085
2,465
7,056

272,454

1,157

1,662

728

1,141

9,253

46,253

37,011

24,595

1,141

3,271

126,222

1.340
1,920

B37
1 ,324

10,721
53,607
42,884
28,490
1,324
3,785

146,232

1,340
1 .920

837
1 .324

O
53,607
42,884
28,490
1,324
3,785

135,511

0

0

0

o

10,721

0
0
0
0
0

10,721

13

14

15

16

17

18

19

Data Center Implementation:
HAVC System (50%)
UPS unit
Generator
Fire suppression system
Raised flooring
Equipment racks I workstations
Telephone / data wiring
Total Data Center Implementation

58,276
81,342
99,337
44,442
10,212
33,989
22,144

349,742

27,000
37,677
46,018
20,589
4,726

15,748
10,256

162,014

31.276
43,665
53,319
23,853
5.486

18,241
1 1,888

187,728

31 ,276
43.665
53,319
23,853
5,486

18,241
1 1 ,aga

187,728

0
0
0
O
o
0
0
0

20 Computer hardware HP 9000 & HP~UX 705,391 326,768 378,623 378,623 0

28

29

30

31

Mailing CorNer lmuiementationz
HVAC system (50%)
Ceiling tile
Carpet padding
Canape
Total Mailing Center Implementation

36,260
1,514

404
3.082

41.260

16,797
705
184

1,425
19,111

19,463
809
220

1,657
22,149

19,463
809
220

1.657
22,149

0
0
0
0
0

\.32 Automated mailing system 316,328 146,541 169,787 169,787 0

33 Billing printer 202,150 93,647 108,503 108,503

34 Postage meter 7,046 3,263 3,783 3,783

0
0
0

Total Allocated Assets 1,894,371 877,566 1,016,805 1,006,084 10,721I
I

Assets Expected to Retain
Banner System 2,956,710 1 ,369,691 1,587,019

Other Unallocated Assets 138.661 64.194 74,407

Software License cost transferred from LGS 12/O0 1 _223,7a0 255,152 958,628

Total Retained Assets 4,319,091 1,699,037 2,620,054

Total CBSC Assets 6,213,462 2,576,503 3,636,859

I
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Arizona-American Water Co.
Citizens Acquisition - Phase 3 Costs
As of September 30,2002

Service Company Charges
lntergration Services (Consultants)
Miscellaneous (data lines, office trailer rental)
Notices to Customers

2000
165,778

2001
235,692

167,778

1 ,497
375

239,564

2002
217,655
1 57,932

450
5,407

383,445

$
$
$
$
$

Total
619,125
157,932

1,947
5,782

784,784

F:\RATES\Arizona Citizens Rate Case\[Phase 3 Acquisition Costs.xls]Phase 3
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Arizona American - Management Fees Allocations

Line
NQ.
1
2

Annual Management Fee s 5,153,711

Location

4 Factor
Formula
Factor

Management Fee
Allocation

$Mohave Water, Havasu Water
Mohave Sewer
Sun City Water
Sun City Sewer
Sun City West Water
Sun City West Wastewater
Agua Fria, CWS, CWR Water
CWS, CWR Sewer
Tubae Valley

0.1157
0.0070
0.1797
0.1014
0.1001
0.1072
0.2300
0.0558
0.0075

595,284
36,075

926,122
522,586
515,886
552,478

1 ,185,353
287,577
381653

3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18

19
20
21

TOTAL CUSTOMER COUNT 0.9044 $ 4,661,016

Arizona American - Management Fees Allocations

I Line
No.

Annual Management Fee $ 5,153,711

Location

4 Factor
Formula
Factor

Management Fee
Allocation

Mohave Water
Havasu Water
Mohave Sewer
Sun City Water
Sun City Sewer
Sun City West Water
Sun City West WasteWater
Agua Fria
CWS/CWR Water

0.1011
0.0146
0.0070
0.1797
0.1014
0.1001
0.1072
0,1384
0.0916

$ 521 ,040
75,244
36,078

926,122
522,586
515,886
552,478
713,274
472,080

CWS/CWR Sewer 0.0558 287,577

Tubac Valley 0.0075 38,653

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22

23
24
25

TOTAL CUSTOMER COUNT 0.9044 $ 4,661 ,016
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ARIZONA-AMERICAN WATER COMPANY
FOUR FACTOR ALLOCATION

DISTRICT/CO.

PLANT
IN

SERVICE

GENERAL
METERED

CUSTOMERS
SALARIES &

WAGES

DIRECT O&M
EXPENSES

(EXCLUDE PR)

4 Factor
Allocation

%

SUN CITY SEWER
DISTRICT/CO.

12,612,288
5.1853%

21,144
18.4614%

1 70,492
2.8744%

2,1 10,347
t4.0583% 10.14%

SUN CITY WEST WASTE WATER
DISTRICT/CO.

24,836,561
10.2111%

14,889
13.0000%

656,756
11 .0727%

1,291,160
8.6012% 1072%

MOHAVE (SORENSON)
DISTRICT/CO.

1,742,120
0.7162%

565
0.4933%

66,444
1.1202%

71 ,876
0.47880/o 0.70%

DISTCO/TREATCO SEWER
DISTRICT/CO.

21,774,316
8.9521%

3,600
3.1433%

341 ,267
5.7537%

673,393
4.4859% 558%

SUN CITY WATER
DISTRICT/CQ.

28,533,245
11.7309%

22,068
19.2681 %

1,248,678
21 .0523%

2,973,822
19,8104% 17.97%

SUN CITY WEST WATER
DISTRICT/CO.

24,724,945
10.1652%

15,303
13.3614%

494,526
8.396%

1,226,276
8.1690% 10.01%

TUBAC VALLEY
DISTRICT/CO.

1 ,450,789
0.5965%

488
0.4261%

84,319
1.4216%

85,010
0.5663% 0.75%

MOHAVE WATER
DISTRICT/CO.

15,573. 103
6.4026%

13,623
1 1.8946%

907,831
15.3057%

1,024,583
6.8254% 1011%

HAVASU
DISTRICT/CO.

1,447,094
0.5949%

1 .232
1 .0757%

184,457
3.1099%

157.357
1.0482% 1 .46%

AGUA FRIA
DISTRICT/CO.

49,451 ,561
20.3311 %

13,589
11.8649%

688,562
1 1 .6089%

1.731.272
1 1 5330% 13.84%

DISTCO/TREATCO WATER
DISTRICT/CO.

39,161,570
16.1005%

3,353
2.9276%

626,309
10.5594%

1,059,889
7.0605°/0 916%

PARADISE VALLEY
DISTRICT/CO.

21,923,699
9.0135%

4,677
4,0836%

461,666
7.7835%

2,606,438
17.3630% 9.56%

ARIZONA TOTAL 243,231,291 114,531 5,931,307 15,011,423 10000%
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$235,333

ARIZONA-AMERICAN WATER COMPANY
2002 General Rate Case Application

Rate Case Expense

Fstimafad Rate Case Expense for Cumenf Rate Case Application'I
I

Qonsullanls
(see detail $608,000

Fmplovee Cost .her Day
Hotel
Airfare
Food
Miscellaneous

$
$
$
$

Cost/Day $

105
50
30
15

200

Awws Cm Fmplnvees
Filing
System Tour
Stipulation Meeting
Hearings
Commission Conference
Public Meetings (1 )
public Meetings (2)

$
$
s
$
s
$
s

Cnsf/Day
200
200
200
200
200
200
200

Days
1
3
1

10
2
4
4

#Fmps Total $$
1 s 200
3 S 1,800

400
10,000

800
1.600
3,200

2 S

5 S
2 S
2 S
4 S

Total s 18,000

Mailings. Printings. Supplies & Miscellaneous $80,000

Total Estimated Rate Case Expense $706,000

Amortization Period ( In Years )
Normalized Annual Rate Case Expense
Recorded Rate Case Expense Per General Ledger
Rate Case Expense Adjustment

3
$235,333

Arizona Rate Case Expense 111320021.xls



I l s

lD<"U*A
( \ m m
N

qs m ' N q*
m o F) m m

H |
Lo N b <r w m Q'
|\ Lm -4 m v-4 o m
N -4 o

q) 'U
8403488
0~.4 u m
EfUf-4fG}-4
f0 ¥4 l5 E 3
CUB-»-IO
ID¢»8()!D
m a m

r-I

o
o
N

'0
3 -4 in
U)

m o m
h m m m
r-49l r-4 I

m o
m <r
LT

\b M 1-4
,-4 ~<t' m

N  m

18
t: uIGE,mE:s
n 8 . u . u : 1 :mumha am

mmmcnf-4mnm»-40
w m m m m v m w m w w

m 5-4 v-{q'LQ,.1

o Z3-HO N

o
o
o

i

~a m
0)

-4 To 88
3 c  E

E* U <1>
4 QM;

m in
*al»

83 ml

-v-4

\ D \ D \ D \ D \ D \ O \ D \ O \ . O \ . D \ D \ D \ D \ D \ . D \ O \ O l \
\ 9 \ D \ g \ _ g \ 0 \ g \ g \ g \ g \ _ 9 \ _ 0 , _ l , _ ; , . . 4 , _ g , . 4 , - { ¢ - q
m - 4 » - ¢ - ¢ . - ¢ . - ¢ . - ¢ . - 4 ¢ - ¢ r - 4 ~ 4 < r < r < s * < 1 ° < r m m

t - 4 o o o o o L r > o n b > c o m < r < n o \ u > m
CD¢" ' \ r - 4 ( \ l ( \ l \U \ \D¢13  f ' 4 ( \ \ ( * \ r - 4 ( " ) f " l<F 'U ' \ ( \ l

. - 4 c \ 1  n n n n m m < r 9 r ~ < r ~ v . a \ o w \ o \ o x \

Lm
14
!\

:ml

m

G )

m

C

G.)

I

K
m i f )

o O oo o oo o o
o o o o o
o o o o o
o o o o o

o o OO o o oo o o o o o oo o o o o O o
1. 4 ..

I
I
I
I
I
I
I

G)
$4OE..mf6lC'-co!
G)
In

o o ow to N o  o  o  Lm o
r-i m v-5 14 v-4

o m LO o m o O
M r-1 1-1 m m

m

u> 4/>

o
o
o

o
Lm
Nq)

N 4. 4. * 4.
m
N

r-4 Lm
v-4 r-4

r-1
m(D

fu
E
O
.t:
H

U) y).

|
f-4 Lm \O r-1 (\ o w Lm

O O C) : - 4 [ \
O u - i \
<1<L(]0

$4
CO

o x :

.-¢<:*u'><z<mmoo-Qxooq)q'("l l©\01l0\ \DO
moo

m m w m m m l m
3 ,-4 L()m £2

o
a

>,O C O O O O
0 8 0 0 0 0O CJOOO~4J
or/»LraLnr~:o
m 18_»4m-4n O'~D

of
ozu0w

<"'1<r
m

'U
r:
ms

g 35
U U >~ m

mg an
8 JJ
Ru s:
xi:s 2 u
o

Q).
»-4

r- 4 w
so

[ \

K\

m
GJ

v-4
:v
' U
m

. C
U
f n

I
I
I

r- i
N
1-4

w
m
10
U

ms m
0 m
.,, r.:

a
°' >e
a m

m
\ m
Eu fu

o
oNm
. , ,vm
44x

w
u
10
a<

m
ea
-4
u

UJ
>~
m
' U.LI

U
cu
3-1
»~4

D

\O

I $4 -v-4

c:

G.)
cm
m
<6
U

oc

u
»-4 : J

H :1 o

av 8
w m .oz rd

G)

>
$4

L)
(D
U
10
C r

c:U un.
>< - o
no GJ

ro H
H

.-4 : J
as u

. c c :
t -

'ID

as
UI

4: rd
.-4 U

GJ .D o
H m u q;

m • m c: JJ
U ' 0 3 v m m
m U) u

.l.J m Q Ra
m : J

G) N m
.Q *ii o m q-1

F T u
o

U JJ u cm
m m

u a
H m
m U -|

41
g
l-°

u in
'u M JJ

o in
5 ax 8N ,.q
n 2 'u» mG : dl

N

-»-4

r- 4

o m u
N " '  u
H a:

.C
CL

q)
JJ

18

> >\ -14
>~» I»4 C
G al o
o JJ
E c
-14 u
IJ m
m GJ

vu

m
J J
IJ
ms

o
1-1l-4v-m-1l-1.-4.-44-*-...»-~....f~._¢~.._.» 'H

CL
IU
U

Of  44
ms

s: Q '18 O
JJ

>

I cm

m 14
H so

U fl! 0
-.4

115

o

u

C
3
o
cs

r:
O  u

.,.4 M
JJ oz
as
M
its f-1
Q $4

3

5-4 f.: m m  M
as »v-4 4-4 .,
Q. xi w 1-4 04 45

u

8 39
E
8 u
o 8
*cm

a<4
u

~?88-.-4
8.0

g ,
El-1gm
m l )

8 3.Ur
4&

N m m
g m u

m
5 G)

H U M
U -»4 qJ1J
§ 8 9 m g

UNNIH
u .9Q.

G) 8gi 0n. u
o

8 u8 cu

8 8 .1:.-1 U830~»-4
U ' H n : - 4 3

0 6 9 8 4 8 5 5 9 3 0 9 9
n ' D l u E 4 E * D ' D  4 r : J m n ¢ M n :

q)
$4  o
DO DI

; 1: ,Q :Q $4 > c: .-4

-f-4
wu  u u u

U¢ I! U)'u m 4
m 3

G) >~ £5 -H .3
> mum.,

a:

-1>*C
'J1

= & l ° ~ x h m m: '5 - - g o v
8 " gm 8 0 8

. -14

8 s""=9.;,~,; ~u 0.5-»58"3¢s u>v8'
=88 6>£°

u 0.a» :
H NI B O .v , o h 5444

8 c H 8 W 8 D4 0 8

-;;~__g~_;¢"l fuNc om O o *
g g 3 u u _ m3~%u99mm .f4158
a: u ¢ ~ ¢ wt
0 " 9 8 >1¢5
: a s u
E v # 88 'G "8%
&8 8 §mmm§m E

m
an
I
U

m
r-l
m
u
o
H

'0
s:
:1
O
DO



I

I

I
I
I
I
I
I

STEPHENSON DIR. EXH. 8

I
I

I



I

I

3 "'
. <4 4 4 ¢ 4 . Q \ Q

5 ~.. _3§ w gllgql9 % ~.~_ _~  ̀-.=T=..:-;<- ..:.1.*. ¢.». "

§a§3§i§~§3£§ 82.s . 1.1 Er was
~:\|. §§_..__.._m:-.-..::;:_ .~ " : ~» ..::....~¢.\.-v..

.".§l..f8:8-. .§::.

3

85; $531

2
¥

I _.HF

. 4
z-.,¢~.- .

~8888888888wulwwwalwwwusa:~aswww§§&a&&

¢f
§

888888888888333?¥33¥33333338§
=§§§§§s§§§§asssaaaasaaaawaa2a9ss¥

8

§

.s

8

§

8.
w 8

8g
4

be . 2 3 §:@l

§3§§§§§ =§§§§§8*§ §€£§§6s§8

toQ.I-
8

*384
21"

¢ ' \ ¢ : } 9
no

:-: * - .» -' <.-'»:-'
:x :¢ '1 £: -:- *.:>
§-'.. . !
""" . * ..~.. .

8 8
6 8

1~»...n
at g

83*
a*88 4
8

8888
8288
¢ 0 3  l -

44§
a n§'-= =

if 88
.

- - . éF==i88

r~
3 9 8  § 3

8

v-§
v~v~so

: lg
E u g .44

9

as

.|

£l|-

m
<-
Q
Q-
o<-
n

m1-o
vo<-
0

D §ss8seQ8aa 83§§§s!s§§¢8§§§§§§§§§§§§§se§§
Nd * 1-. `o` » .  ¢  " d e f  . 66 . 5N

1- - c'>m * F W ! - w r~8

('*~l.
1-

go. ID
we
p *1-_tos°>.~2

1-uri
§§'§.E§88 ,8>=834813

983gN. 919
* w-v-

. 3 a E § § § § 3 § = ; a
K

S
Q
r -4°

2*3"-
m If) an N co
of no co 1- mm o >  a  N r  1 ' -
F) m

8s3a5§89;§8O)t'\ICJp¢\'>1- ummm
2248: QNQ

""9f~o')o> f- "" ""8§3;28§§§8§§§§3§
QQW 0PWO §:g$3.*_;,n

1 -
1».-

' € l_
1 1
5. . .
g t

g
4

I
I
I § 2

-

g* 3 810 r- 005 m o{~» r
§§§8§§8§§§£§"&&8428E§§§

8 * 8 8 ~ ¢ , 8 8 . - 2 M c f s l f o v -  d '  8 i
3 . 8 8 8 8

$ 3

a
2

8 10
co

° of 9

(D DQ"(")0>(*l0$ cardona2§8a8x3»§m==
F ass" : w33

ID C»~rvef»a> m v - G* N ma§=§aa8§823§a§2§§8
Q
(V

<~4̀ ao'c:F P
1-

<~4° '<*4l1'd dUTp
3

I
33r-_we10

I D

.2i8
1 ' U D

§.°e.a§§§§8.§ £5 go
: 8B.§1 :. .: .:. :

n`v-£
I ca388.88524.p t0l~r t'(*) 3838888

4 z ;19 .1-fbi 8
g.c2N2

8 § 8

01
2

61 #p
0) om
" i -
1 0  t -  PZ'

8.DOu.

8885§28
' s cl 783-|-O on1'

n

9
n
N

4 4 §§§§
Ev

88j
N

-<»§.
N

Q!
Qu
O)Q1-

8,
9z~

2
Ru'

o

8
.8
KG2aas
8
8
8

o
<28<o

m
Gs8° g

E

a

I
I 71

~8
<
m
co
\...
v
Q.

339
4 8 § 3388

8848? 9928638 588353882 : § § ; ; ! l ; § §

§%§l§§¥3§l§§8s §l§§ll§a§l§§ §§§

88
3

8 3

8'
s

88 %
£ 8 8 8



I
I

I STEPHENSON DIR. EXH. 9

I



I
0 5_ :J E

fs e .o > '-P o 3
K o

mc

l.n_r*>_ _c¢-_\o_w_wQ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _
w w uawuanwwe mwnva weau o9e»wwe9v%~ www\ov90' o9wvav=»~9 n

UP

I h h I I h I _ _ q q q q q q q q q q q q q q q q q q q q q q q q q q q q q Q Q Q
1-was3°a'a92'88ae2'aa*.;28°9%°822.'8a.'%:*=.=~s:l.':8sa~°1- uuomnnw-mum DFW vvun l~»-snow-ralral--om-1;° w ° 3 . . q " q _ _ _la

I 0 g
:1 Ec
m E

o 3m
Q?

N

1-- r- ca O
N *- an o 1.r.» o* lDqQ(pq-

n¢v\no>Lo\0- 1-r-Ol-- h

wo
8w><

r-<ot.D {.D¢.DlD\0 uunmnwrvVvwrw rmmmmmramm ("3P)(")(*4(\lC\lf\If\|"1-1- 3
1-

l.Dl-1* l"»l-l t-!-l"~ in F) cn¢onaov>r- Wl*-U)DGOi|*(*)49(\* 4 *l [\l|"-C!C3fC)¢)f*-\0 l"')

C
m in r-

r'>no:01 r.o v o : wav m y fIl l'; 6> *9 l*- Nr-cum - m \ o 8 ¢ s m u r > n n r o n u > 3 r 4 o 1 n 8 | - n § m u * -
no¢0~¢-- v- - -mu>nm\nv - Nr- N u : \ r > u r > v > v v v m m n r ~ : - o m ° o | - w m v" ' ° " " " ` ° ° ° N 7'01-°°¢-4N ¢ \ | m m r ~ 4 n n n n n n n n v - * - 1 - 1 - * * *

N0;§38898338928389§2888;m;833g888g33§33q
8% 3 8 8 8 8 ° " "

So 4¢8w3¢Q8$398338333948%§8
P

N (D w um l- (Nl
O O o cm l* we O 1D m ¢'\l m m

Cr: ¥- in iv m r- v if: m r-m r- 10 N

xan
4-
"5
O
Uu
<1

"0
oC
m
a
E
3
E
2
D.

s
E v . g
S i Ur=£ 3 a se-Ex3  o 3 1 u 8 &
M o E 0 :2%£§82
8333 8= e -< £ o 5 8 £

.go

z
"I\u8ti
al

x1:

m

I"3f\I£DI~ C¥ W(\l \l * 39 l.DU}8\[){\lt*)8 t*\-l* l. t~® t'~!.l"){\I(D1'n4-- ». »- \ " ¢N1 - r-
r-1-\.DI"- v' (D I0*
oanor-r~.l--l--r-r-l-r- -¢o¢.o1n4.o r~4¢*>ra:"> r.ov.o|-no >m-\ ¢ 0 | 1 ml » § l

Lo aa m rfa vm<:-o1~aoc>\r>couo|.o-ca¢r:|.nm- 1- 1-.(\|@OMf-@(pOr--(38vom4r-mcoomounmovornvo1cotn<o-tar-nvauwotnwrvonmnnoou
v-*1r'6l¢DC\ll" G}D0l£D(\l ru|--\nao1.nr--u'>¢Jao¢.ov- v"tD ("}{"){")\l)(\l

1" P D - V D
nr">~r tc>aoo¢~4vr~1(\I(\I{\1(\lI

cm
m
3~
Eu

8
*.|
c
m
EH
3
=5~
q

D.
as
D
x
D

|-

\.0\.f>\.lJ\!)\.()\Q\.0\.¢)l.0\()\.0l.O\0l.()l0QQQQQQQgQQQ0QQ0QQQQQ00QQ0LGo o o o o o o o o o o o o o o r-QWW WWWWW WWWWW 9 ol.(>l(J\Dlf)l!Jll')\l'}\l'J\f)l(}LI)\Ol-¥}l0\D v-r-|--r-|- r-r-t-r--r--r-r-t--|--|--r- ml*|"~I-.l"~P~I*-i*-1*-l-|"-!-!-|*-I-|*- mqqqqqqqqgqqqqqqq 1-r-

ID -p.- a,
Qmm

co
Em
3Uu4

>om

D\F}C lD 1.or- nr-m1rLowrnvnmr- (o\ oo1 4 3r- U)£.Dl"- D*l")WI-*Giaonco IDl\l¢D Ra
wrr">-- *IDU1QO1 lOOC\|l*----QQoQonmmaaaoeof-iouT»u'» mmnomuo¢o mG4:a¢om iowcoq commI-I"-r-|"-r-l"-l" (DiO¢DlD(.O(DiD{.D¢D¢D mmwwmmm \n\nv'4 vwrmmn<~.|.---

m no m on no of an m an m no no an of to on ea ea to no no to no no no no an to an no no as an to an no ea ea n v- qgr) t- 1" |
1* 8 N LO N N 10 m vo 1" so U) m of: N r-'> m iv m wa ev no r- LD v- r-- o N

m 1-. 10 on m (Q m m an \O m m w so m o o an \0 ro to w o to N m

r-
C)
Nto
8Q*Ru

2.2 up
_J EC

I
Co
cs
.._~co
E
4

o o o c o o o o o c n o o o o o o o o o o g o o o o o o o g o c a a o o o o o a o o go o o c n o o o o o o o o o o o o o o o o o c n o o o o o c > o o o o o Q o < : > o o , _
~*'a-=r.°Q='>,cz w _v_ o4 nuaeor-¢~1Qr»>_ to mo fncvmuu U)W f\I*l"-1.0
F LDI Y Qv- o o
**"*(\lt\l(\l(\l¢'1I")('}38\¢)l~l)1.0(.Dl"-8UlO_*t\8 \QP"-8Ql")II)M*W -¢o<\101*msav»¢a4»a~au>u=lu=lv»u9 ww awww__ _ _ _ , ~ &&mmlm "mm.m'm"

u9v909<nsemse¢a090=>0aasuass33a»¢asam

'1 . Q O g q q q v \n_ _ ' n ' q.n. 1 . 4 ' n ' . Q . 9 9 2 . N I • *u-
n r - v r - * 1 - n n 1 " - i 1- 1 - 1 n nnno umo r - a 1 l - - 4a 9101l » w » 3 - 3 3 4 4 8 l - n 8 l - u > - r \ r 8 l - . 3 4 1 3 ¢ F 9 n F Q  3 8 3 m h ; n w

| - l -
9 8 8 8 2 8 3 8
Q o o o a o
888888
G)\DOlZ)O'}¢.D
q rC)(\|q

m
mw
1°'

88
q
m
we.
o

n m rn no un ru m uo cn m m {\;l l ;(\l{\lqjq)q)v(9g3glgq¢\l¢v)pl¢\l¢gw;(\l¢JI-.191-l»~.C)¢\,l1-c>r-uznammmm\n mno1m¢oaoo1oouu=.ra-mcncwo1¢.oo¢w-noancocaaocvm

3Q
o 8_
m 1-

v-9-F Q N1'- Q
F!l.0l"

w Q
GIW

fa

(HM

F)

N

v-

T Q

q v-

r""

can

M QW

¢~1 o.1¢0¢q

1-
lDt()

cam

?-
l.Ot\

1-Q IQ1"-
91

cow

1" 0 030)

¢")l0

1-
1' \D

ID

p

19

10cyan

1-
lDt

own

- comm

O
LD

T*N

n 49m m

Q-Q"n

(Q

g -N
f @

1-- Q
Q M

cocor- to

1""
l*-

1*

unto

1"

nom

N
**M

coco

1" N " ) r

mm

e
LD

U){D

p

G)l.D

1- n z-48

DID

D v- Q" ' 1.Dl"}°° o~»

oh -
D. (\f}1*

l"- r\- r-8.»~
1-
r-

be

a
:>

9-

4
3
U)
U)
o
m
LE
m
3
2

8
Mr"""*"*'°*""°°'-"-»-----»---nmwnnwwwwwgrv-gmg nmtqmg 30

0u
oz
2
8 0
>-
O
an

9 3
DIL!
3 3

_¢-i35£88800
o 1 u , ¢ { ` ¥ ' 8
`5 94 :»~.5:'E

- .gnu
8 § 5 w s ;
9 7:  8  8 xas

|-

- I
4I-
OP-



STEPHENSDN DIR. EXH. 10



Il- ( "} lOt"l

40940-1
g

8n¢o
1r-.
4
u 1-

r

F

~r

an
UP.

.
1 " 048

n
g . -q or\lnn
w e 1 - 1 -

- -
-"a

o w
W W

N

4

A"\
cos
o
\fl
up
N
*..

Q-¥¢ ~-. -
m r .

1-
8 *

Qn
r .

8

loam
wrv-

p.-qi09-_4
Nur

Q

8 : 9 9

°98 S
"'

¢-3 ~ 3
1-
4.1

4 n 3
f -
n

4 - .
v*
¢o
1-
| -
1-- I

U!
M1
1-
D
Y'

Q
l -q

I t
8
W_
'U
Qs

a n .0
03
¢_
m
8

I an
no4
1_
noP

3
nmQ

c-..
\n
1--
cm

1*
\-I

a nm
no
Q.
N
m
m

*.- -|- 1"~!\ 611- - _ Q Q-8 3: 8
u8 1

9u
Qn
8

#lo
m
\o

m o onmmv
o
1-Q _a ca

w

mQ
UImQ

u 1-
r-

N
an
(D

1-. :

ea o 4-1 so
l "  o  n o  m
w to  | -  m
Q v-  \¢"l v
co -I GD we
Q 8

9Y
1viN
q8

Nm
Qw
8N
8

3
l l
P-
ur:
1-
q
OF
1-

4 4 || -  o  1  < 0
o url we iN
in r -  Cl to
m 1-  m com . . . . -  r -
v- 1-

t"l
m
lo-
an
we
a l-
Q

44
<0
o

t o
wr
-

P

A 1'4
N c o
Q  i :
1 -  n
ea N
v  0

Q 1-
C l  Ns :  - 1

rm --.
N  N
¢-- rm

o  Y
1 FL
Q S

VI9

A-.
9-
go
to

-4 an Nm.
(Nl an | 1
M  m  n  a
m o  e a  Q -
qr 45 O

If) v-- -

4-\
ca
l"l
@

am

Ai
N
o

to
Q

01Y nH e n

.
m r - .
F) 01
N  a
o r  ND

Q
so
Q-\ -

A-  a- .
m we
mQS
».n Q
an |-
a n  m-
1-Q

C l c m m r-
¢")  9-  10 8
N  w e  1  o.1

n  m
......-.

|
r--

so
1-.4

- .
an
Qv-
nm
o
weNH

o rm
m  m
(Y r -
o  m
Q 1-

a n
N  a
10_ or
U P  a
¢"\ Q-
P  t w

'mN Q-
¢\l

N

@

Sn f"l
w  | .
AD_ *
m  N
v-  Wgo .4

m0
Qq*
1-

4-4
co
o
an
UI
r-
I-

o
m
¥
r-
P

*  re
o  N
m  N
Q-
Q  <0
ca ah
v  n
m

I*  14
N  Q
to OF
Q-  Q
Q- co
N  N
o  Q -

58-

4

-
.r

N 4-4 4-.
l- an r~4 r-
r -  r -  a:  we

Q  *  U I
Lf!  v' l\ l t"}
r -  . 4  *  t o" * Q- I -

"H
a
Q-
P -
(O

*

9 8 30 r-o
1 ' Y i *a

om
U!_nN4ov '

9 9
u-  v-

4
Q Q-
f~4r..
q sgo

Ml

I

fu

14'l\\!ll|"lF-unoounH mmm._,  - -  .oar-~1r"|v-

n
ea
lD-
1-n
8

4-..
1- -w
an as
¢"!_ ¢_
o  1 -
9  1 -
*  Q-

4 - 4 - 4 i n .
f 1'  61
of  m cy
I ') * .
N GO
1 -  t o  8

3m
*N.*

O r -
r1 Ra

N t o
o  ea
c r v
1

9 3 9 8

3§3$
8,38

-mm
m
( 'Q
8

Of r..
m l" l
10 m
N  Q
0 omQ8

U)
c

•

n

ha "° oz
u o g n u
u
¢ v ¢ 2 9 ( 0 8 4

WK

tH g3
u r E » oz 4-ag wg aén

9 W3cs,
W euu

m
NQ
E man 8

m 2 U °E m "Uz p "u ~.0
U J E U

an oc
cm ( € > m "c o € w . _ c ' u ° 8 8 m

9 . 4 M C

E m u m E a no 1-"' u8 0
o

n

at: o an
Eu " a v :

C
2 c

0 '6 o
E 3 9

8 o0 g2 zo on u _
o-

8 ¢
q u o . .

m c 0 U U ¢
) D

3
4-

ET
m 9 : 8 E

"
-

o*-<2
888
as*

r - 0 * o t \ I I 4 i
o w w n _ n

f 4 o w r ~ ¢ r - - n o
o t o w w r w
\fl\"*4C3

04

n no 374
1 no r -1- 1' ¢"1
to 04 r -
F  3  b
c  ! -  m
W  1-  i f !

Mr mmo Q 1'tom ID
m * eaan IN n

I-  Q \ l' l w-  F? *
¢- o we to no Ar
n a to w | . . .  Ra

1 *  r " -  I D 4:

Ifl Q G!o m v1-Q
on OI m9 no *on n *

an m m
G UP 1
so  m 0
-r ea no
an *  81
¢o so n

£9598824
b.33'.3.

3
88
Si
':i
§§
39

I .§§
SnRaEwe owwan UI
we  D

to <0 1 F-"
no N m
N on ¢p
w Q l . r
1  n  r 4 ' 9

o u t - Fa
N 4 0 4

I--. lJ'l ID
m UI  m
Ra N ID
\ | -  o  1
D  r -  m
u 4 av
l*J FL 1-

~a N m u -
N 1--. in
1  N a s
w o  1 -
Ur N 1-
1 "  r '  N

w r- wn n w
no OT r- .
no  c ' v
N  I -  N

w u .-
en L. *
(fl a 1'

8

8 F  b v
o v 4 IDcrr-4-1m no m

1 noD r w
M r  - 6
a n  1  *
61 I-  W

n
up
N
m

Ba In 1?
as no in
n  q *

1-
011o

s
1-  U)  F )

F  ; 8  E :
01 I--  r- .
UI U! cw
Ru | no

an r- an
8 gr bi
|"- o N

r o mQ ID *if n r-
|- 9 Nr"' r-. 4o  F  o

on o  r -
¢.o u r -
r-. r~4 Q
II" m ID
cu no ll"
m I f  { 0

91
I-°4so

3
Ar mE
id(- d
l-UI ol- 1- e-

i
o  UP  n
an an r-
E  I -  |
ea r -  r
¢0 n  O
a ea \ . r

8  Z  3

- ..»8  Q  u



1

2

3

4

FENNEMORE CRAIG
Norman D. James
Jay L. Shapiro
3003 N. Central Ave.
Suite 2600
Phoenix, Arizona 85012
Attorneys for Arizona-American
Water Company

I
I
I
I
I

5

6

7

8

9

10

11

12

13

14

BEFORE THE ARIZONA CORPORATION COMMISSION

IN THE MATTER OF THE
APPLICATION OF ARIZONA-
AMERICAN WATER COMPANY, AN DOCKET NO. w-01303A_02_
ARIZONA CORPORATION, FOR A SW-01303A-02-
DETERMINATION OF THE
CURRENT FAIR VALUE OF ITS
UTILITY PLANT AND PROPERTY
AND FOR INCREASES IN ITS RATES
AND CHARGES BASED THEREON
FOR UTILITY SERVICE BY ITS
AGUA FRIA WATER DISTRICT, ITS
ANTHEM WATER DISTRICT AND
ITS ANTHEM/AGUA FRIA
WASTEWATER DISTRICT.

15

16

17

I
I
I
I

18

19

DIRECT TESTIMONY

OF

DAVID p. STEPHENSON

20

21

22

23
I
I 24

25

26

I FENNEMORE CRAIG
A PROFESSIDNALCOKPORATION

PHOENIX

EXHIBIT



I

I
I

TABLE OF CONTENTS

Page

11.

II.

111.

INTRODUCTION AND QUALIFICATIONS
PURPOSE OF TESTIMONY, SUMMARY AND CONCLUSIONS¢oII»»¢¢IQI¢l¢olo¢l0 2

ACQUISITION OF THE WATER AND WASTEWATER ASSETS OF
CITIZENS UTILITIES OF 8

I
I
I

Iv.
v.
VI.
VII.

POST TEST PERIOD ADJUSTMENTS
CAPITAL STRUCTURE AND COST OF DEBT 19
ACQUISITION 20
DISCUSSION OF THE REQUIREMENTS OF THE ACQUISITION

11

13600452

I

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

- -



I

I I.

Q.

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME, BUSINESS ADDRESS AND TELEPHONE

NUMBER.

My name is David P. Stephenson. My business address is 303 H Street, Suite 250,

Chula Vista, California 91910. My telephone number is (619)409-7700.

Q- BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I
I
I

I am employed by American Water Works Service Company, Inc. ("Service

Company"), as the Director of Rates and Planning for American Water Works

Company, Inc.'s ("AWW") Western Region. The Western Region includes

AWW's water and wastewater utilities located in Arizona, California, Hawaii,

New Mexico and Texas, including Arizona-American Water Company ("Arizona-

American" or "Company"). I am also an Assistant Treasurer for Arizona

American.

I
PLEASE BRIEFLY OUTLINE YOUR RESPONSIBILITIES As THE

DIRECTOR OF RATES AND PLANNING.

I am responsible for directing preparation of all rate applications and various other

matters related to rates and charges for utility service with the public utility

commissions that regulate AWW's operating utilities in Arizona, California,

Hawaii, New Mexico and Texas. I am also responsible for overseeing other rate

related proceedings before these commissions such as acquisition and financing

applications.

Q. DESCRIBE YOUR EDUCATIONAL BACKGROUND.I
I

I received a Bachelor of Science in Business Administration, with emphasis in

Accounting, from San Diego State University in 1977.

HAVE YOU HAD ANY OTHER FORMAL TRAINING?

I

2

3
4 A.

5

6
7 A.

8

9

10

11

12

13

14 Q.

15
16 A.

17

18

19

20

21

22

23 A.

24

25 Q.

26 A. Yes, I have attended many seminars on various aspects of the water industry and
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rate applications, including the National Association of Regulatory Utility

Commissioners (NARUC) biannual Utility Rate Seminar.

PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE.

I

I

I have been employed by the American Water System since 1978. The various

positions I have held within the American Water System are: Accountant - 1978,

Accounting Superintendent for the Los Angeles Region - 1981, Assistant Director

of Accounting for the operating utilities in the Western Region - 1983, Assistant

Director of Rates and Revenues for the operating utilities in the Western Region -

1984, Director of Rates and Revenues for the operating utilities in the Western

Region - 1986, and Director of Rates and Planning for the operating utilities in the

Western Region since 2001.

Q. HAVE YOU HAD ANY OTHER PROFESSIONAL EXPERIENCES?

Yes, I served on the Accounting Committee of the California Water Association

and have been an instructor at the NARUC biannual Utility Rate Seminar on eight

occasions.I
I

HAVE YOU PREVIOUSLY

REGULATORY COMMISSIONS?

TESTIFIED BEFORE UTILITY

I
I
I

Yes, I have testified before the Arizona Corporation Commission ("Commission")

in rate and acquisition proceedings for Arizona-American, before the California

Public Utilities Commission on many occasions for all of the California-American

Water Company systems, and before the New Mexico Public Regulation

Commission in many types of proceedings on behalf of New Mexico-American

Water Company.

1

2

3 Q.

4 A .

5

6

7

8

9

10

11

12

13 A.

14

15

16 Q.

17

18 A .

19

20

21

22

23

24

25

26

11.

Q-

PURPOSE OF TESTIMONY. SUMMARY AND CONCLUSIONS

WHAT Is THE PURPOSE OF YOUR TESTIMONY IN THIS

PROCEEDING?
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The purposes of my testimony are to: (1) identify and explain the Company's rate

filing, (2) provide background concerning the purchase of the former Citizens

Communications' water and wastewater utility assets in Arizona ("Citizens '

Assets") by Arizona-American (the Citizens' Acquisition), (3) explain and support

various adjustments made to the test period actual results, (4) explain and support

all components of the capital structure except for cost of equity, and (5) to discuss

the specific requirements set forth in Decision 63584 (April 24, 2001), which

authorized Arizona-American to purchase the Citizens' Assets ("Acquisition

Decision").

WHAT DO YOU MEAN THE "COMPANY'S RATE FILING"?

l mean the f ive (5) separate applications for rate relief being f iled with the

Commission in 2002. This f iling follows our efforts to determine the best

approach to file rate applications for a substantial number of systems in a manner

that would make the most sense for both public presentation and ease of handling

for the Commission's Utilities Division Staff ("Staff").

Q- YOU ALSO USED THE TERM "SYSTEM." ARE you REFERRING TO

"SYSTEM" IN A LEGAL OR OTHER SPECIFIC SENSE?

I

1 A.

2

3

4

5

6

7

8

9

10 Q-

11 A.

12

13

14

15

16

17

18 A.

19

20

21

22

23

24

25

26

No, I am using the term "system" in a more general sense. By way of background,

as I mentioned earlier, Arizona-American acquired all of the water and wastewater

assets of Citizens in Arizona in a transaction that closed earlier this year.

Previously, Citizens' Assets were under a different ownership structure with a

number of separate corporate entities, such as Sun City Water Company, Sun City

W est  Ut i l i t ies  Company or  the  Agua Fr ia  W ater  Div is ion  o f  Ci t izens

Communications Company, for example. However, Arizona-American acquired

only the assets -- not the stock. Therefore, the assets were removed from separate

ownership and now all fall under the ownership umbrella of An'zona-American.
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Q. HOW DOES ARIZONA-AMERICAN REFER To THESE SEPARATE

GROUPS OF ASSETS INTERNALLY?

Generally we use the term "district" to refer to a separate area within Arizona-

American where, for accounting purposes, we individually account for revenues

and expenses, and maintain separate balance sheets. These areas generally

coincide with areas where the same tariffs apply and in that sense, a district could

be identified as a "tariffed area." Of course, reference to the "Tubae water tariffed

area" or the "Sun City West water tariffed area" would be awkward, and for

purposes of the Company's rate filing, we basically use the terms "district" or

"system" interchangeably and neither is intended to denote the actual name of any

particular corporate entity or to designate an operational or other system as such

tern is used by ADEQ or any other regulatory agency to identify water or

wastewater systems in Arizona.

1

2

3 A.

4

5

6

7

8
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Q- THANK YOU MR. STEPHENSON. WOULD YOU PLEASE CONTINUE

WITH YOUR DISCUSSION OF HOW THE COMPANY ULTIMATELY

DECIDED THE BEST WAY TO ORGANIZE THE COMPANY'S RATE

FILING?

Certainly, again from a public perspective, it was determined that it made sense to

file separate applications for the Sun City and Sun City West districts. These four

districts, two water and two wastewater systems, are relatively large in size and

have certain unique characteristics and circumstances that distinguish them from

the other Arizona systems. The third application consists of two water systems in

Mohave County, the Mohave water district, which provides water service in the

vicinity of Bullhead City, and the Havasu water district, which provides service

near Lake Havasu City. These systems are close together and operated by

essentially the same Company personnel. The fourth application being filed is the
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combination of Agua Fria water district and the water and wastewater systems

serving the Anthem development in Maricopa County. These utility systems

primarily serve recent developments and have very similar operating procedures.

The final application is for the small Class C water system known as the Tubac

water district in Santa Cruz County. This system is distinctive based on its small

size, limited revenues and location. Again, for convenience, Twill sometimes refer

to the five applications as the Company's rate filing. And, again, I want to

emphasize that the terms "system" and "district" should be considered synonymous

throughout the Company's rate filing.

Q. A L L  O F  T H E S E  D I S T R I C T S  O R  S Y S T E M S  A R E  P A R T  O F  T H E

CITIZENS' ACQUISITION, CORRECT?

That is correct. I should also note that none of the fanner Citizens' systems have

received any recent rate increases. Citizens Agua Fria Water Division, Sun City

Water Company, Sun City Sewer Company, Sun City West Utilities Company and

Tubac Valley Water Company last rate order was issued in May 1997 based on test

years ending March 31, 1995. Decision No. 60172 (May 7, 1997).1 Citizens

Mohave Water and Wastewater Divisions last received rate increases in February

1990, based on test years ending March 31, 1988. Decision No. 56806 (Feb. 1,

1990). Likewise, Havasu Water Company last received rate increases in February

1992, based on a test year ending December 31, 1990. Decision No. 57743 (Feb.

21, 1992). It appears that once Citizens decided to sell its water and wastewater

1
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4
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10
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12 A .

13

14

15

16

17

18

19

20

21

22

23

24

25

26

systems in 1999, it elected not to seek rate increases and, in some cases, to accept

operating losses. This situation has caused Arizona-American to seek rate

1 In Decision No. 60172, rates for Sun City Water Company and Sun City West Utilities'
rates for water service were actually reduced. I also understand the Sun City West
Utilities' rates for both water and wastewater service were reduced in the poor rate
proceeding, as were Sun City Water Company's rates. Decision No. 55488 (March 17,
1987).
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increases more quickly than it anticipated. However, a delay in obtaining rate

increases and correcting these systems' anemic earnings would be harmful to the

Company and, ultimately, to its customers.

WHAT ARE YOUR OVERALL RESPONSIBILITIES IN THIS CASE?

I have been responsible for the coordination and supervision of all of the rate case

applications discussed including, among other things, selecting the test period and

the pro-fonna time period for various adjustments, and determining what

adjustments need to included in the filing.

WHAT TEST PERIOD DID YOU DETERMINE WAS APPROPRIATE IN

THIS CASE?

I determined, for ease of presentation, that the period ending December 31, 2001,

should be used as the test period for the Company's rate filing. This period closely

is aligned with the purchase of the Citizens' Assets by Arizona-American, which

transaction closed on January 15, 2002.

DID ARIZONA-AMERICAN OWN THE CITIZENS' ASSETS, OR HAVE

ANY RESPONSIBILITY FOR THE OPERATING EXPENSES OR THE

PROVISION OF SERVICE DURING THE TEST PERIOD FOR THE

SYSTEMS THAT ARE THE SUBJECT OF THE COMPANY'S RATE

FILING?

No. As I stated, the purchase of the Citizens' Assets was not completed until

January 15, 2002, on which date Arizona-American assumed operational control

and responsibility for the Citizens' Assets.

1

2

3

4 Q.

5 A.

6

7

8

9 Q.
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11 A .
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15 Q.

16

17

18
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20 A.

21

22

23 Q.

24

25

26

SINCE ARIZONA-AMERICAN DID NOT OWN AND OPERATE THE

CITIZENS' ASSETS AND NOT HAVE ANY OPERATING

RESPONSIBILITY FOR THE WATER AND WASTEWATER UTILITY

GPERATIONS IN 2001, HOW DOES THE COMPANY JUSTIFY FILING A

DID
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RATE APPLICATION WITH A TEST PERIOD ENDING PRIOR TO THE

COMPLETION OF THE PURCHASE?

I

The recorded operating expenses directly incurred by each district basically remain

unchanged following the acquisition. Further, the Commission ordered Citizens to

maintain its books and records for a period of 5 years following the closing. It is

relatively simple to remove the management and services costs allocated to each of

the operating systems by Citizens from the normally-incurred direct operating

expenses of these systems. Likewise, it is relatively simple to add in the expected

Service Company charges from AWW applicable to Arizona-American.

Q. WHAT PRO FORMA TIME PERIOD HAVE YOU USED FOR EXPENSE

AND PLANT ESTIMATIONS IN THIS CASE?

I am recommending that such adjustments, all of which will be detailed further in

the various witnesses' direct testimonies, go no further into the future than end of

year 2002. This will provide ample time for Staff to review and analyze these

adjustments prior to providing their recommendations in Staff's direct filing.

Q. ARE THERE PRO FORMA ADJUSTMENTS FOR PLANT ADDITIONS?

Yes, we have estimated the non-revenue generating plant additions that will be

completed and placed in service by the end of 2002, and have included pro forma

adjustMents that include those additions in utility plant in service. This is

consistent with Commission Decision No. 61831 (July 20, 1999) related to the

Paradise Valley water district, wherein the Commission ordered the Company to

limit pro forma plant additions to those plant items that are used and useful and in

service 90 days after the application is deemed sufficient. The December 31, 2002

cut-off date proposed by Arizona-American in this case is well within the 90-day

deadline established by the Commission.

1
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26 IIQ. HOW ARE PRO FORMA ADJUSTMENTS DETERMINED FOR
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I
OPERATING EXPENSES?

I
Pro forma adjustments for operating expenses are based on known and measurable

changes that have or will occur up until the time each rate application is filed to

develop a nonna 12-month period of operations. This is consistent with A.A.C.

R14-2-103(i).

111. ACQUISITION OF THE WATER AND WASTEWATER ASSETS OF
CITIZENS UTILITIES OF ARIZONA

I Q- WUULD YOU PLEASE BRIEFLY DESCRIBE THE CITIZENS'

ACQUISITION?

1
2 A.

3
4
5
6
7
8
9

10 A.

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

By way of background, Arizona-American has owned and operated a water utility

system in Arizona, which was formerly known as Paradise Valley Water Company,

since the late 1960s. The Paradise Valley water district is relatively small, and

currently furnishes service to approximately 5,000 customers. Sometime in 1998

or 1999, Citizens Communications Company (formerly Citizens Utility Company)

decided to focus its business activities in the telecommunications area, and elected

to sell its water and wastewater assets, which were located in six states including

Arizona. Arizona-American's parent company, AWW, which is the largest

privately~owned water utility system in the United States and whose business

activities focus on water and wastewater, entered into negotiations with Citizens.

Ultimately, on October 15, 1999, Citizens, Arizona-American and AWW entered

into an agreement under which Arizona-American agreed to purchase the Citizens '

Assets, which included all of the water and wastewater systems and assets in

Arizona.

Citizens and its various Arizona water and wastewater subsidiaries, along

with Arizona-American, filed an application on March 24, 2000, seeking approval

of the transfer of the Citizens' Assets to Arizona-American in Docket Nos. W-
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I
I

I
I

I
2.

I
I
I 3.

1
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8
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24

25

26

4.

I

01032A-00-0192, et. seq. Later that same year, Arizona-American filed a separate

application in Docket No. W-01303A-00-0929 seeking authority to issue certain

promissory notes and other evidence of indebtedness and to assume certain

industrial development revenue bonds in connection with financing the purchase

of the Citizens' Assets. Following notice and a public hearing, the Commission

ultimately approved the transfer of the Citizens' Assets in the Acquisition

Decision. Attached to the Acquisition Decision and incorporated therein in the

second ordering paragraph, was a settlement agreement setting forth specific terns

and conditions agreed to by Staff and the Company. These terms and conditions

settled one ratemaking issue and set forth deadlines, procedures and filing

requirements that Arizona-American is to follow in future rate proceedings. The

terms and conditions are as follows:

l . The ratemaking treatment of the of the acquisition adjustment, deferred taxes,

excess deferred taxes and the investment tax credit will be deferred until a

future rate case proceeding.

The decision to allow recovery of the acquisition adjustment must be based

on Arizona-American's ability to demonstrate that clear, quantifiable and

substantial net benefits have been realized by ratepayers, which would not

have been realized had the transaction not occurred

The Company must f i le a report 13 months af ter the closing of  the

transaction, comparing the number of complaints received by the

Commission prior to and after the transaction.

The adjusted AIAC balance not transferred to Arizona-American as part of

the transaction will be imputed ratably into rate base over a 6.5 year period.

The balance will be ratably reduced over the 6.5 years utilizing a levelized

monthly below the line amortization.
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I

I

A copy of the Acquisition Decision is attached hereto as Stephenson Dir. Exh. 1.

Later in 2001, the Commission issued Decision No. 64002 (Aug. 30, 2001)

authorizing the debt financing for the purchase of the Citizens' Assets. In

summary, the Commission authorized Arizona-American to issue promissory notes

and other evidence of indebtedness in an amount not to exceed $180 million and to

issue a promissory note reflecting the obligation associated with assuming

Citizens' industrial development revenue bonds in the amount of $10,635,000

The balance of the purchase price was financed by an infusion of additional paid in

equity capital from AWW. In Decision No. 64002, the Commission ordered

Arizona-American to increase its equity by at least $0.69 for each dollar of

acquisition in order to maintain a reasonably balanced capital structure.

Q- WHEN DID ARIZONA-AMERICAN FINALIZE THE PURCHASE OF THE

I

1

2
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14 A.

15
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17
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19
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21
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23

24

25

26

CITIZENS' ASSETS?

The transaction was finalized on January 15, 2002, the date title to all of the

Citizens' Assets was transferred to Arizona-American. All of the service provision

responsibilities were also transferred to Arizona-American on that date. The final

Citizens' Asset purchase price was approximately $276,500,000, and included an

initial book acquisition adjustment of approximately $71,100,000. As Explained

in the Direct Testimony of Mr. Joseph Hartnett, appended as Exhibit C to the Joint

Application for Authority to Transfer Assets and Related Approvals in Docket

Nos. W-01032A-00-0192, g L, the purchase for the Citizens' Assets was

determined by an ans-length negotiation based on the advice of each companies

financial advisors. This open market negotiated purchase price then establishes

AWW's reasonable investment in the Citizens' Assets. This reasonable investment

in the Citizens' Assets was funded by a combination of debt and equity as shown

on at the top of the closing journal entry to record the transaction, which is
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attached hereto as Stephenson Dir. Exh. 2.

I I V .

Q-

P O S T  T E S T  P E R I O D  A D J U S T M E N T S ,

W H A T  P R O  F O R M A  A D J U S T M E N T S  A R E  Y O U  R E S P O N S I B L E  F O R

S U P P O R T I N G ?

I am responsible for supporting six adjustments that impact all of the Company's

rate filings. The specific adjustments are as follows: 1) capitalization of payments

made for the implementation of ORCOM billing software from operating expense

and the determination period for the recovery of this expense, 2) the transfer of

charges related to the completion of the Citizens' Acquisition, as well as charges

f or  the development of base accounting procedures from expenses to

organizational costs, 3) the rationale for the removal of the Citizens' management

costs, 4) estimates of Service Company charges, 5) estimates of rate case expense

and 6) estimates of direct charges to the systems made by AWW.

Q- WHY HAVE PAYMENTS BEEN MADE FOR THE DEVELOPMENT OF

THE ORCOM BILLING SOFTWARE?

I

1
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5 A .
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16 A.
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26

Payments made for the development of the ORCOM billing software have been

made in connection with converting all of the Citizens' customers over to the

AWW billing system. The payments should be considered as organizational costs

or start-up costs. I will refer to these as "start-up costs" for the remainder of this

discussion. These start-up costs were for such items as consultants' fees, billing

programs modifications and related expenses of AWW associates to assist in the

development of the billing system. The billing system had to come on line exactly

at the time of closing. Since the acquisition was an asset sale, there was no

arrangement between Citizens and AWW for Citizens to continue billing any

utility customers after the transaction closed. The ORCOM system had to be up

and running, and running properly, at the closing. To the benefit of these
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A PROFESSIONAL CORPORATION \

PHosn1x 11



customers, AWWhas been developing this same system for its own use at all of its

present properties, including the Paradise Valley district, This made the time and

expense of converting the Citizens' customers to the ORCOM system less

burdensome.

WHY WERE THESE COSTS EXPENSED?

I

I

Over the past few years accounting requirements regarding the booking of these

types of start-up costs have changed. Start-up costs historically have been

capitalized along with the purchase or development of new assets. This is no

longer the case. The Financial Accounting Standards Board has determined that

too many expenses were being capitalized and companies' balance sheets were

being overstated. However, for a regulated utility, the books and records of a

company are maintained in accordance with Commission regulations and policy.

These start-up costs have always been treated as a capitalized asset, and there is no

valid reason to stray from that policy. These start-up costs are incurred for the

development of programs to serve new customers. The addition of the new

customers lowers the overall fixed costs per customer. This produces a net cost

savings. Therefore, all present and future customers should share in both the

development costs as well as the savings. Common regulatory practice is to spread

the development costs of a cost saving measure over the customer base receiving

known and measurable savings.

I
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5 Q.
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DOES THIS COMMISSION HAVE JURISDICTION TO OVERIDE

ACCOUNTING POLICY AND AUTHORIZE THESE COSTS TO BE

CLASSIFIED As A CAPITALIZED START-UP OR ORGANIZATION

COST?

Yes. As has been the common practice under Financial Accounting Standard

Board Policy FAS 71, the Commission can establish dif ferent accounting
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I
procedures for various items so long as the procedure establishes a set

methodology and time period for the recovery of the item.

WHAT ARE THE ACTUAL COSTS RELATED To THE DEVELOPMENT

OF THE ORCOM BILLING SOFTWARE?

Attached as Stephenson Dir. Exh. 3 is an analysis showing the actual costs of this

project and other relationships. Page 1 of the Exhibit shows that the total one-time

costs for this project is $607,723. The amount included in the rate bases for the

Agua Fria water, Anthem water and Anthem/Agua Fria wastewater districts is

$73,137, $30,952 and 330,952, respectively.

DID ARIZONA-AMERICAN PURCHASE ANY BILLING SYSTEM

ASSETS FROM CITIZENS As PART OF THE ASSET PURCHASE?

No. As page 2 of Stephenson Dir. Exp. 3 shows, the billing system used by

Citizens to bill its water and wastewater customers (the Banner System) was

retained by Citizens. Therefore, as testified earlier, Arizona-American had to

have its own billing system set up and fully functional at the time the Citizens'

Acquisition closed.

I

I
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3  Q .
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WHAT Is THE EFFECT ON THE RATE BASES FOR THE ARIZONA

DISTRICTS INCLUDED IN THE COMPANY'S RATE FILING RELATED

TO THE DEVELOPMENT OF THE ORCOM BILLING SOFTWARE?

As shown, the net book value of the Banner billing system at the time the Citizens'

Acquisition was completed was $2,620,054. Of that amount $982,488 was

allocated to the Citizens' water and wastewater systems in Arizona. The

difference between the development costs of the ORCOM system ($607,723) and

the allocated net book value of the Banner system not purchased ($982,488) is

$374,766. Thus, there was a net benefit to the customers in Arizona through the

development of the ORCOM billing system as opposed to purchasing the Banner
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billing system from Citizens at the net book value allocated to Arizona. The net

effect on the rate bases of the Agua Fria water, Anthem water and Anthem/Agua

Fria wastewater districts is $45,l()2, $19,087 and $19,087, respectively.

Q- WHY HAVE YOU MADE AN ADJUSTMENT OF $906,531 FOR

CORPORATE COSTS TO TRANSFER VARIOUS ITEMS RELATED TO

THE CITIZENS' ACQUISITION To THE ACQUISITION ADJUSTMENT?

I have made this adjustment for the same reasons that I recommend the transfer of

the onetime start-up costs from expenses. These costs were incurred to complete

the purchase of the Citizens' Assets and to establish books and records for the

Citizens' Assets and systems. The costs are related to title reviews, legal

interpretations of contract clauses, legal representation to transfer existing contracts

and for accounting assistance. These costs were necessary to secure and protect

Arizona-American's legal rights to all the transferred assets and to obtain transfers

of all existing contracts and agreements. These are normal "organizational"

expenses to ensure full and proper title to transferred assets and to set up the books

and records in an appropriate manner.
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Q, CAN YOU PLEASE FURTHER DESCRIBE THE ITEMS WHICH YOU

ARE PROPOSING TO RECLASSIFY TO THE ACQUISITION

ADJUSTMENT?

Certainly. The total amount of $906,531 is comprised of charges from two

separate sources: charges incurred by AWW in connection with the purchase, and

charges from our accounting contractor in Arizona (Ronald L. Kozo ran, CPA) to

develop satisfactory records for regulatory purposes. The total of the charges from

AWW is $784,784 and the total of the charges from Mr. Kozo ran is $121,747.

The details of all of these charges is attached hereto as Stephenson Dir. Exh. 4.

This full amount is included in the Acquisition Adjustment.

FENNEMORE CRAIG
A PnoFEssxonA1. CORPORATION

PHOENIX
14



I
Q. PLEASE EXPLAIN THE JUSTIFICATION FOR REMOVING ALL OF

CITIZENS' MANAGEMENT FEES FROM THE TEST PERIOD

EXPENSES.

I have removed all of Citizens' management fees from the test period expenses

because these expenses pertain to Citizens' management of the Citizens' Assets in

Arizona, not expenses that will be incurred under the ownership and management

of Arizona-American. These expenses must be removed and replaced by current

annualizations of Service Company charges to Arizona-American in order to

provide an accurate presentation of known and measureable expenses that are

occurring now and will occur on a going-forward basis in the future.

Q, HOW YOU DETERMINE WHICH EXPENSES T() REMOVE

RELATED TO CITIZENS' MANAGEMENT AND WHICH EXPENSES

RELATED TO THE SERVICE COMPANY TO INCLUDE?

DID

I
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The explanation of the procedure to determine what expenses were removed will

be discussed by Mr. Tom Bourassa in his direct testimony. I have annualized the

amount of expense to be included in the pro gonna test period based on actual

recorded costs from April through July 2002. Attached as Stephenson Dir. Exh. 5

is a spreadsheet showing the recorded costs from January through the end of July. I

have not included the months of January through March in my annualization

because these months were either not full months due to the finalization of the

acquisition (January) or the months were not accurately reflect normal cost

allocations from the Service Company (February and March). Viewing Exhibit 5,

it is obvious that January and February have very low recorded expenses in

comparison to the other months. The month of March is more in line with future

months, but is still questionable due in part to the obvious omission of a credit for

the call center amortization (this amortization relates only to the Paradise Valley
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system). Furthermore, March is a quarter-ending month, and as such expenses in

that month tend to contain more quarterly adjustments, thereby causing distortion

of the annualization without including the other months of the quarter.

I Q. WHAT Is THE AVERAGE MONTHLY CHARGE FOR THE SERVICE

COMPANY FOR THE MONTHS OF APRIL THROUGH JULY 2002?

As shown on Stephenson Dir. Exh. 5, the average monthly amount of Service

Company charges for the period April through July 2002 is $429,476. Annualizing

this amount yields a total of $5,153,711 for 2002.

Q- DID YOU SPREAD THE ANNUALIZED TOTAL TO EACH OF THE

SYSTEMS IN ARIZONA?

Yes, I spread the annualized expense to each of the systems on a four-factor basis.

The four-factor analysis considers many factors all of which produce the benefits

Arizona-American receives from the Service Company. The four-factor

spreadsheet is attached hereto as Stephenson Dir. Exh. 6. The allocation to the

Agua Fria water, Anthem water and Anthem/Agua Fila wastewater districts is

$7131274,$472,080 and $287,577, respectively, based on the four-factor allocation

methodology.
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Q- PLEASE EXPLAIN YOUR ESTIMATE OF R.ATE CASE COSTS

INCLUDED IN THE COMPANY'S RATE FILING.

The estimate of rate case expense has been developed with estimates provided by

all outside consultants and costs estimated for in-house items. Attached as

Stephenson Dir. Exp. 7 is an estimate of the rate case costs necessary to prosecute

these applications.. The total estimated costs of consultants and legal counsel is

$608,000. This amount is comprised of $275,000 for onside accounting and rate

assistance, $51,000 for the outside rate of return consultant and $282,000 for legal

counsel. The total estimate of in-house costs is $98,000 and is comprised of
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I
$18,000 for employee expenses and 380,000 for expenses related to mailings,

notices, printing and supplies. I have allocated the total estimated rate ease costs to

each system based on adjusted test period revenues and have spread those totals

over a three-year recovery period. The total amount allocated to the Agua Fria

water, Anthem water and Anthem/Agua Fria wastewater districts is $122,482,

$79,413 and $36,958, respectively.

Q- ARE THE ESTIMATED COSTS TO PROSECUTE THE RATE FILINGS

CONSISTENT WITH PRIOR COSTS INCURRED TO PROSECUTE RATE

APPLICATIONS IN ARIZONA?

I Yes, in fact the estimated cost to prosecute this case is lower on a per customer

basis than the amount the Commission has previously allowed for the Paradise

Valley water district in its past two rate cases. The average rate case cost per

customer in the last two Paradise Valley rate proceedings was approximately

$13.25. In these applications we have estimated the rate case cost per customer to

be approximately $6.50 per customer, or only $2.17 per customer annually.I
Q- WHAT ARE THE ADJUSTED DIRECT CHARGES COMPRISED OF?

I
The direct charges are comprised mostly of employee benefits, customer

accounting charges (bill forms, postage, inserts, collection agency fees, etc.),

insurance fees, dues and memberships, employee travel and directors and trustee

fees. Attached as Stephenson Dir. Exh. 8 is an itemization of the charges.

Q- HOW DID YOU ESTIMATE THE ANNUAL COSTS FOR THESE ITEMS?

I based the annualized cost for these items on the actual recorded costs for March

through July of 2002.

1
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Q- WHAT Is THE TOTAL OF THE ANNUALIZED DIRECT CHARGES AND

HOW WERE THEY ALLOCATED TO VARIOUS TEST PERIOD

EXPENSE CATAGORIES?
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I

I
I

The annual total for these direct expenses is $3,16I,915. The charges were related

to four different expense categories: salary and wages ($1,586,293), miscellaneous

expenses ($23,058), general office expenses ($l,293,829) and insurance fees

($258,736).

Q- HOW WERE THESE DIRECT CHARGES ALLOCATED TO EACH OF

I
I

THE ARIZONA-AMERICAN SYSTEMS?

These charges were allocated to each of the systems based on four different

factors. The system charges for salaries and wages were allocated to each system

based on expensed test period salaries, the allocation of miscellaneous expense

was spread to each system based on customer count and pro forma plant, the

allocation of general office expense was allocated to each system based on

customer count, pro folia plant and adjusted test period rate base, and the

allocation of insurance fees to each of the sysetms was based on adjusted test

period rate base.

I WHY DID YOU USE THE MARCH THROUGH JULY TIME PERIOD?

I

As stated earlier, I chose the time period that best represents the normalized

expenditures. I had to eliminate January and February from consideration due to

the fact that Arizona-American did not own the Citizens' Assets until January 15,

2002, and February 2002 was the f irst full month of operation by Arizona-

American and not all charges were recorded properly.

YOU REMOVE ALL OF THE RECORDED TEST PERIOD

EXPENSES RELATED TO THESE SYSTEM SPECIFIC ALLOCATIONS?

DID

Yes, all of the test period expenses for these items were removed from the test

period along with the Citizens' management fees.I
I

1 A.

2

3

4

5

6

7 A.

8

9

10

11

12

13

14

15 Q.

16 A.

17

18

19

20

21 Q.

22

23 A.

24

25

26

Q, WHAT WAS THE AMOUNT ALLOCATED TO EACH OF THE EXPENSE

CATAGORIES FOR THE AGUA FRIA WATER, ANTHEM WATER AND

FENNEMORE CRAIG
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I

ANTHEM/AGUA FRIA WASTEATER DISTRICTS?

I
I

The allocations to each of the expense categories for the Agua Fn'a water, Anther

water and Anthem/Agua Fria wastewater districts is: $126,182, $216,313 and

$108,156, respectively, for salaries and wages, $4,997, $4,299 and $4,175,

respectively, for miscellaneous, $160,596 , $63,385 and $29,291, respectively, for

general office, and $5,250 , $2,715 and $788, respectively, for insurance.

CAPITAL STRUCTURE AND COST OF DEBT

WHAT Is THE CAPITAL STRUCTURE THAT ARIZONA-AMERICAN

PROPOSES TO UTILIZE IN THESE APPLICATIONS?

The Company proposes a capital structure comprised of 60 percent debt and 40

percent equity.

I
I
I
I
I
I
I

Q- HOW WAS THIS CAPITAL STRUCTURE DETERMINED?

I

1

2 A.

3

4

5

6

7 v.

8 Q.

9

10 A.

11

12

13 A.

14

15

16

17

18

19

20

21

22

23

24

25

26

It was determined based on the actual financing of the acquisition of the Citizens'

Assets by Arizona-American. At the very top of the first page of Stephenson Dir.

Exh. 1 is the entry to record the purchase of the Citizens' Assets by Arizona-

American. This entry shows Common Stock in the amount of $110,888,158 (40

percent), Bonds - Inside of $154,948,119 (56 percent) and Bonds - Outside of

$10,635,000 (4 percent). These are the actual amounts for each of these

components as recorded on the books of Arizona-American at the time of purchase

of the Citizens' Assets. AWW strives to have its subsidiaries maintain the most

efficient capital structure. Typically, the most efficient capital structure for AWW
utility subsidiaries is comprised of approximately 60 percent debt. AWW has

maintained its high debt rating (A-) and secured very efficient rates for bonds and

notes by maintaining a 60 percent debt component in the capital structure. The

greater the leverage of the capital structure while still maintaining a high bond

rating, the lower the cost of capital to the Company and its customers .
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I PLEASE EXPLAIN THE DIFFERENCE BETWEEN "BONDS-INSIDE"

AND "BONDS-OUTSIDE."

I
The "Bonds-Inside" comprise the debt financing provided by American Water

Works Capital Corp. ("AWCC") in the form of a short-term note. This is a five-

year unsecured note with an interest rate of 4.92%. The "Bonds-Outside" is debt

financing reflecting the assumption of Citizens' industrial development revenue

bonds I mentioned previously, which have an interest rate of 7.30%.

I
ACQUISITION ADJUSTMENT

EARLIER, you DISCUSSED THE ACQUISTION. HOW WILL

ARIZONA-AMERICAN ACCOUNT FOR THE DIFFERENCE BETWEEN

THE PURCHASE PRICE AND THE ACQUIRED ASSET BALANCE FOR

REGULATORY PURPOSES?

The difference will be recorded as an Acquisition Adjustment in accordance with

the NARUC Uniform System of Accounts.

I WHAT Is THE AMORTIZATION PERIOD THAT ARIZONA-AMERICAN

PROPOSES TO USE?

Forty years .

I

1 Q.

2

3 A.

4

5

6

7

8 vI.

9 Q-

10

11

12

13 A.

14

15 IQ.

16

17 .A.

18 Q.

19

20 A.

21

22

23

24

25

26

WHAT METHOD OF AMORTIZATION IS ARIZONA-AMERICAN

PROPOSING TO USE?

Arizona-American proposes to follow a mortgage amortization method, which

incorporates the same amortization principle as home mortgages. Under this

method, Arizona-American would recover only a small portion of the Acquisition

Adjustment in the initial years and recover increasingly greater amounts in the later I

years. The annual amortization increases each year. The proposed amortization of

the Acquisition Adjustment balance is attached hereto as Stephenson Dir. Exh. 9.

The amount of the amortization included in the cost of service for the Agua Fria
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I

water, Anthem water and Anthem/Agua Fria wastewater districts in these

applications is $27,900, $23,200 and $l2,900, respectively, based on amortization

of the Acquisition Adjustment in 2003, as shown on Exhibit 9.

Q, WHAT is THE NORMAL METHOD OF RECOVERY FOR UTILITY

ASSETS?

The normal method, known as a straight-line method of recovery, involves equal

or level recovery in each year of the asset's life.

Q- WHY ARE YOU PROPOSING THE MORTGAGE METHOD RATHER

THAN THE STRAIGHT-LINE METHOD?

Although there are several reasons for this proposal, there is one significant

reason: the mortgage method provides a much better matching of the recovery of

the acquisition adjustment to the benefits the customers will receive as a result of

this transaction.

Q- DOES USING THE MORTGAGE AMORTIZATION METHOD BETTER

ILLUSTRATE THE CUSTOMER BENEFITS OF THIS TRANSACTION?

I

Yes. As stated previously, the savings generated from this transaction will grow as

time passes. Allocating the recovery of the Acquisition Adjustment on an

increasing basis over the recovery period, instead of leveling the recovery of the

Acquisition Adjustment as is normal under the straight-line method of recovery,

provides a superior opportunity for all current and iiuture ratepayers to realize the

benefits of the transaction.

1

2

3

4

5

6 A.

7

8

9

10 A .

11

12

13

14

15

16 A.

17

18

19

20

21

22

23

24 A.

25

26

Q- ARE THERE ANY OTHER FACTORS THAT SUPPORT YOUR

SELECTION OF THIS METHODOLOGY?

Yes. The effects of inflation should also be considered. If a straight-line

amortization method is used, the highest net-present value amounts are charged

initially, and lower amounts are charged toward the end of the amortization. Given
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the effects of inflation, the differential between initial and final charges are

substantial in terns of constant dollars. The mortgage-style amortization works

with the effects of inflation to create a more level, constant dollar charge.

Q- WHAT SHOULD THE COMMISSION AUTHORIZE IN THIS

PROCEEDING WITH RESPECT TO AN ACQUISITION ADJUSTMENT?

Arizona-American requests that the Commission authorize a 40-year amortization

period and use of a mortgage amortization method, with the recovery of the

acquisition adjustment as a component of the cost of service, as discussed

previously.

r

DISCUSSION OF THE REQUIREMENTS
DECISION

OF THE ACQUISITION

Q- HAVE YOU ADDRESSED COMPLIANCE W ITH ALL OF THE

COMMISSION'S DIRECTIVES IN THE ACQUISITION DECISION?

1

2

3

4

5

6 A.

7

8

9

10 VII.

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A. No. I have only covered the requested treatment of the Acquisition Adjustment.

The Acquisition Decision also calls for the determination of the clear, quantifiable

and substantial net benefits for ratepayers resulting from the purchase of the

Citizens' Assets by Arizona-American, and the determination of the ratemaking

treatment of deferred taxes, excess deferred taxes and investment tax credits that

were on the books and records of Citizens at the time of the closing of the

purchase transaction, yet were not transferred to Arizona-American. It is my

recommendation to delay the demonstration of the clear, quantifiable and

substantial net benefits for ratepayers resulting from the purchase of the Citizens'

Assets by Arizona-American until a later date, after which time Arizona-American

will have greater operating experience and be baffler able to demonstrate the

tremendous net ratepayer benefits that result from this transaction. However, by

recommending this delay, Arizona-American does not waive its right to, at some
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I

point in time in the future, request recovery of and on the Acquisition Adjustment,

if it so desires to do so. It is my recommendation is that the deferred taxes, excess

deferred taxes and the investment tax credit not be considered for any ratemaking

purpose.

Q. WHAT Is THE BASIS FOR THIS RECOMMENDATION As IT RELATES

TO THE DEFERRED TAXES, EXCESS DEFERRED TAXES AND THE

INVESTMENT TAX CREDIT?

All of these items were established on the books and records of Citizens due to

timing differences between book and tax recognition of an allowance to record the

event causing the tax difference in the income stream. For deferred taxes, it is the

tax effect of the difference between depreciation methods of assets for book and

tax purposes. For tax purposes, many assets were once allowed to be depreciated

at an accelerated rate, meaning that the assets were depreciated at a higher early

period rate, and over a shorter time period, than for book purposes. For investment

tax credits, in the past the Internal Revenue Code allowed a percentage tax

deduction for the investment in various assets. The investMent tax credit was

never considered for book purposes.

In short, these are taxes and credits that belong to Citizens, not Arizona-

American. Arizona-American purchased the water and wastewater assets of

Citizens in Arizona, it did not assume any of the liabilities, except for the one

series of industrial development revenue bonds. The deferred taxes and

investment tax credits will be reconciled from the books and records of Citizens

when Citizens files its 2002 tax return and applies these items against the gain or

loss realize upon the sale of the water and wastewater assets to Arizona-American.

1

2

3

4

5

6

7

8 A .

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q- WHAT WERE THE BALANCES OF THE DEFERRED TAXES AND

INVESTMENT TAX CREDITS ON THE BOOKS AND RECORDS OF
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CITIZENS AT THE TIME OF CLOSING OF THE ASSET PURCHASE BY

Aww OF THE ARIZONA ASSETS? ,

Stephenson Dir. Exh. 10 is a copy of the Arizona Property Detail supplied by

Citizens at the time of closing. This Exhibit shows that the balance for the

deferred taxes was $4,674,819 and the balance of the investment tax credits was

$1 ,910,600. There were no excess deferred taxes shown on the books and records

of Citizens for Arizona at the time of closing.

I

1

2

3  A .

4

5

6

7

8  Q .

9

10

11

12 A.

13

14

15

16

17

18

19

20

21

22

23

24

25

26

PLEASE EXPLAIN FURTHER WHY YOU BELIEVE THAT THE

DEFERRED TAXES ON THE BOOKS OF CITIZENS FOR ARIZONA AT

THE TIME OF CLOSING SHOULD NOT BE CONSIDERED FOR

RATEMAKING.

Deferred taxes that were on the books and records of Citizens at the time of

closing are not an item that should be considered as a "carryover" item in an asset

purchase agreement. Deferred taxes result from items being treated differently for

tax and book purposes. These differences are primarily created by Citizens' ability

to delay actual tax payments due to accelerated asset value depreciation or

amortization for tax purposes over the straight-line depreciation or amortization

used for book and regulatory purposes. These tax-differences are recorded as

deferred taxes. These deferred taxes will be taken into consideration when

calculating a tax gain or loss as a result of the sale of the Citizens' Assets. Upon

the sale of such assets, these deferred taxes will be paid and the deferred tax

balances zeroed out.

When deferred taxes have been allowed as a component of cost of service

in utility ratemaking, their accumulated balance (ADIT) is typically deducted from

rate base as a source of non-investor capital. This is because deferred taxes are

collected in rates prior to the time they must be remitted to the respective taxing

FENNEMORE CRAIG
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authorities. In the interim, they represent a source of funds available to the utility

for plant investment or other corporate purposes. During that period it is entirely

appropriate to deduct the ADIT from rate base. When the tax liabilities underlying

previously deferred taxes are paid, however, the related ADIT balances are

eliminated and the rate base deductions are no longer available.

With respect to Citizens' ADIT existing at the time the sale of its water and

wastewater assets to AWW, the related income taxes will become due. At that

time, the ADIT's will be paid and there will be no balance available to deduct from

rate base. On-going compensation to customers is not warranted. When non-

investor funds have been satisfied they no longer exist, and no further rate base

deduction is appropriate. ADIT's may be viewed as a temporary loan to the utility

by the taxing authority. By deferring the date upon which taxes are ultimately

paid, a source of funds is created. Once the "loan" is repaid, the source of Mnds

ceases to exist. There is no entitlement inuring to the utility's customers, since

they pay taxes applicable to the utility service they receive.

WHAT Is THE EFFECT o n ARIZONA-AMERICAN IF THE

COMMISSION ELECTED TO USE CITIZENS' RECORDED DEFERRED

TAXES IN FUTURE RATEMAKING.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16 Q.

17

18

19 A.

20

21

22

23

24

25 Q.

26

The Internal Revenue Service has, on a number of occasions, declared that any

deferred income tax reserves or unauthorized income tax credits relating to assets

that have been sold, transferred, or removed from regulation may not continue to

be considered in the subsequent ratemaking detenninations. To attempt to do

otherwise will result in the utility losing the ability to take accelerated depreciation

on its Federal income tax return.

PLEASE EXPLAIN FURTHER WHY YOU BELIEVE THE INVESTMENT

TAX CREDITS THAT WERE ON THE BOOKS AND RECORDS OF
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CITIZENS AT THE TIME THE PURCHASE WAS COMPLETED BY

ARIZONA-AMERICAN SHOULD NOT BE CONSIDERED FOR

RATEMAKING.

I The reasons are exactly the same as for deferred taxes. The investment tax credits

will be considered in calculating Citizens' gain or loss as a result of the sale of the

assets, and therefore will be eliminated. The investment tax credits were a

"temporary" source of non-investor funds, once appropriately deducted from rate

base, but now that they have been "paid", they are no available as a rate base

deduction. This deduction no longer exists and as such cannot be used for

ratemaking.

Q- DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

1

2

3

4 A .

5

6

7

8

9

10

11

12 A.

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Yes it does.
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IN THE MATTER OF THE JOINT
APPLICATION OF CITIZENS UTILITIES
COMPANY, AGUA FRIA WATER DIVISION
OF CITIZENS UTILITIES COMPANY;
MOIIAVE WATER DIVISION OF CITIZENS
UTILITIES COMPANY, SUN CITY WATER
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CITIZENS WATER SERVICES COMPANY
OF ARIZONA, CITIZENS WATER
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I
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18
PLACE OF HEARING:

19 I PKESIDING ADMINISTRATIVE
LAW JUDGE; Karen E. Nally'

20

21 IN ATTENDANCE-. Chairman William A. Mundell and
Commissioner Jim Irvin

77

APPEARANCES:

I
I
I

'23
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Mr. "Michael M. Grant, GALLAGHER 8:
KENNEDY- and Mr. Craig Marks, Associate
General Counsel, on behalf of Citizens
Communications Company;

25
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I This Recommended Opinion and Order was prepared by Administrative Law Judge Marc E. Stern upon review of
the testimony and exhibits admitted into evidence in the proceeding.
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DOCKET NO. W-0I032A~00-0192 ET AL.

1

I
I
I
I 2

Mr. Norman'D. James. FENNEMORE CRAIG, on
behalfOfArizona~American Water Company;

q
.> Mr. Daniel W. Pozefsky, Staff Attorney, (

of Residential Utility Consumer Office; behalf

4

5
Mr..Bill Meek on behalf of the Arizona Utility
Investors Association; and

6

7

Ms. Teena Wolfe; Staff Attorney, Legal Division,
on
Corporation Commission.

behalf of the Utilities Division Of the Arizona

8
BvTH18 COMAHSSION:

I
I
I 9

On March 24. 2000, Citizens Utilities Company, now known as Citizens
10

Communications Company, together with its Agua Fria Water Division, Mohave Water

1 I
Division. Sun Calv Water Compztnv Sun City Sewer Company, Sun City West Utilities

12

13

Company. Citizens Water Services Company ofIArizona. Citizens Water Resources Companv of

Arizona, Havasu Water Company and Tubae Valley Water Company (collectively "Citizens"),

14

|
I and Arizona-American Water Company ("Arizona-American") filed with the Arizona Corporation

15

16

Commission ("Commission") a Joint Application to Transfer Assets and Related Approvals

("Application") of Citizens' water and wastewater utility assets in Arizona including CitizenS'
17

Certificates of Convenience and Necessity ("Cer1if]cates") held by Citizens to Arizona-American.

18
On May 17, 2000 and on June l, 2000, the Residential Utility Consumer SUffice

19
("RUCO") and the Arizona Utility Investors Association ("AUIA") filed applications for leave to

20
intervene. Subsequently, intervention was granted to RUCO and ro AUIA.°

21
On May 30, 2000, by Procedural Order, a hearing was scheduled on the above-captioned

22
matter for September 27, 2000. Citizens and Arizona-American caused public notice of the

23
Application and hearing thereon to be published in various newspapers throughout Arizona. In

I
I
I 24

25

26

z On April 10, 7000, Mr. Marvin Lustiger filed an application ro intervene in the above~captioned matter.
However, by subsequent filing, Mr. Lttstiger clarified that he was only interested in electric or telephone
service in Mohave County, and therefore, Mr. Lusty°er's request to intervene was deemed to have been
withdrawn.
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I l
2

I
I
I

q
.>

addition. Citizens notified all its customers of the Application by means of a written bill insert.

On September 14, 2000, a formal public comment session was heldin Sun City.

On September 26, 2000, the Commission's Utilities Division ("Staff")filed a Settlement

4 Agreement ("Agreement") marked ExhibitA which is incorporated by reference and attached

5 thereto.

6 On September 27, 2000, a full public hearing took place at the officesOf the Commission

7 in Phoenix. Arizona. Citizens. Arizona-American. RUCO. AUIA and Staff were present with

8 counsel. Following the presentation ofevidence.Citizens and RUCO submitted written briefs on

9

10

the issue of whether Citizens should be required to pay a portion of the gain resulting from the

sale of its utility assets to CitizenS customers, The matter was then taken under advisement

I I pending submission of a recommended Opinion and Order to the Commission.

12 DISCUSSION

13 Parties to the Transaction

14 Citizens, Ihrouqh its various divisions and subsidiaries, provides water. wastewater,

I 5 electric, natural gas and telecommunications services to approximately 1.8 million customers in

16

I
I
I
I
I
I 17

22 states. including in excess of 100.000 customers in Arizona. Citizens' current business

| strategy is to focus on the provision of telecommunications services and the expansion of those

18 'operations through the acquisition of wire centers and access lines from other providers,

19 1 primarily in rural areas, as was the case in the recently approved transfer of rural wire centers by

20 II Qwest Corporation to Citizens Utilities Rural Company, Inc.

21 In connection with this business strategy. Citizens intends to sell its water, wastewater,

22 electric, and natural gas utilities and to apply the proceeds to finance acquisitions and otherI
23 business activities in the telecommunications area. In April 2000, Citizens also announced the

24 sale oils Louisiana natural gas operations for $375 million.e
25 The Commission granted Arizona-American a Certificate of Convenience and Necessity

26 to provide water service to approximately 4.600 customers in portions of the Town of ParadiseI
000 I920&O OECISION no. 6 3 Q/S '  94
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I
I
I
I
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i

I Valley, the City of Scottsdale and certain unincorporated portions of Maricopa County. Arizona-

2 American is a wholly owned subsidiary of American \Vater Works Company, Inc. ("AW\V")

I
I
I
I
I

'I
.> which is the largest privately-owned waler utility system in the United States, providing `water,

4 | wastewater and other water resource management services to approximately 3 million customers

5 in 23 states, and with a reported consolidated rel plant ofS5.l billion and operating revenues of

6 $1.76 billion. AWW's December 31, 1999, balance sheet reflected a capital structure of 58.4

7 percent long-term debt, 2.3 percent preferred stock and 39.3 percent common equity.

8 In 1999, AWW's subsidiaries invested $467 million in improving and upgrading their

9 facilities, and for the past severalyears, AWW has made similar expenditures averaging nearly

10

'I 1

$400 million per year. According to Awe witnesses, AW\V's acquisition policy's motivated,

at least in part. by anticipated céipital expenditures resulting from new regulatory requirements

IN and programs and the need to replace or upgrade aged infrastructure to maintain high quality

13 service. With the additional water and wastewater systems, AWW and its subsidiaries hope to

14 obtain economies of scale and to strengthen their f inancial capability by expanding their

l 5 customer base.

16 The Transaction

I
I
I
I
I
I 17 On October 15, 1999, Citizens, Arizona-American and AWW entered into an agreement

18

2 l

22

23

24

25 Citizens will also retain certain liabilities,

26

| under which Arizona~American is m acquire the water and wastewater assets and the Certificates

19 . 1 held by Citizens in Arizona ("the Acquired Assets") for approximately $231 million, subject to

20 1 adjustment at the time of closings The purchase price will be increased. based on utility plant

| added by Citizens afterJune 30, 1999, and will be reduced based On plant retirements occurring

1 after such date. The Acquired Assets include all utility plant, property and interests relating to

Citizens' water and wastewater operations in Arizona, with certain exceptions, including assets

1 commonly used by Citizens in connection with other utility operations, cash and cash

1 equivalents, and assets related to benefit plans,

| including obligations-for taxes payable, obligations relating to employee compensation and

000l9°08;O DECISION NO. 43584
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I benefits, and refunds of certain advances in aid of construction. Arizona-American will assume

2

'\
J

and be liable for all contracts and permits assigned at closing, certain Industrial Development

Revenue Bonds ("lDRBs"), and unperformed obligations

4 Arizona-Americah will finance the purchase of the Acquired Assets by a combination of

I
I
I
I 5 equity. AWW has recently formed a new subsidiary, American Water Capital

IO Awe

debi  and

6 Corporation ("AWCC"). that wil l prov ide loans and other f inancial serv ices

subsidiaries. Initially. Arizona-American will borrow funds from AWCC on a short-term basis,7

8 and receive additional funds in the form of common equity directly from AWW.
Within 12

9

10

I I

months, the short-term debt will be convened to long~term debt with a planned capital structure

which will contain 55 to 60 percent debt and 45 to 40 percent common equity, including

Arizona-Americanls existing debt and equity capital and the Citizens' IDRBs that will be

12 assumed,3

I
I 13 The Position of Staff and the StafTSettlement Agreement

14 Staff generally supported the application, and recommended that the transfer of the

I 5 Acquired Assets to Arizona-American be approved. subject to several conditions.

16 First, Staff recommended that the Commission defer any decision on the ratemaking

17 treatment of an acquisition adjustment, deferred taxes, excess deferred taxes, and investment tax

18 credits until a future rate proceeding.

19

I 20

21

Second, Staff recommended that the decision to allow recovery of aN -acquisition

adjustment be based on Arizona-American's ability to demonstrate that clear, quantifiable and

substantial net benefits have been realized by ratepayers, which would not have been realized

22 had the transaction not occurred.
Q

23 Third, Staff recommended that Arizona-American should be ordered to f i le in months

I 24

25

26

J Arizona-American has flied an application for aurhoritv to issue shop-term and Ions-term debt in
connection w W
0 I 303A-00-0929.

it financing the purchase of the Acquired Assels- which is pending in Docket No.
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l

7 The report should provide an explanation of any

significant changes in the number and importance of the complaints. Staff would then review
a .

4 this report and, if necessary, make a recommendation to the Commission of any further action mo

-r
J

Rafter the closing of the transaction_ a report comparing the number of complaints received by the

I Commission prior to and after the transaction.

5 be taken.

6 Fourth, Staff recommended that an imputation of the benefits related to advances in aid

7 of construction ("A[AC") and contributions in aid of construction ("CIAC") received by

8 Arizona-American be made in subsequent rate proceedings for each former Citizens' system.
I
I
I9 The purpose of the imputation would be to recognize those portions of the Acquired Assets that

10 were financed by AIAC and CIAC which Arizona~American will not be assuming. Staff also
I

I I recommended that imputed AIAC be amortized over a period of 10 years, while imputed CIAC

12 would be amortized below the line it\ the same manner as would have otherwise occurred.

13 Fifth, Staff recommended that Arizona-American be required to seek Commission

14 approval of any amendments to, or transfers of agreements relating to the purchase of water,

15 such as Citizens' Central Arizona Project ("CAP") water subcontracts.

16 Finally, Staff recommended that the Commission order Arizona-American to charge

17 ratepayers for services based on the rates, charges, and service tariffs in effect at the time of

18 closing in each Citizens service territory, until such time as Arizona-American files general rate

19 i proceedings for each service territory.

20 in its rebuttal filing, Arizona-American indicated that it would stipulate tO the conditions.

21

I
I
I 22

23

'24

25

| recommended by Staff, including the deferral of a decision concerning the recognition of an

acquisition adjustment and the conditions under which an acquisition adjustment would be

I recognized, and would adopt and utilize the rates and charges for service, and all other service

I tariffs currently in effect in each of the affected Citizens service territories. However, Arizona-

I American disagreed with imputing Citizens' AIAC and CIAC to Arizona-American.

26
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Subsequently, Staff and Arizona-American entered into the Agreement, which resolved

2

I

a!! areas of disagreement relating to the terms and conditions under which the Acquired Assets

I would be transferred to Arizona-AMerican."D
_)

4 Pursuant to the terms of the Agreement, Citizens` AIAC and CIAC will be imputed to

5 | Arizona-American for ratemaking purposes. This adjustment will reduce rate base. The amount

6 l , f  the AIAC and CIAC to be imputed to Arizona-American for ratemakinQ purposes will be

I based on the actual balances shown on Citizens` regulatory books as of the date of the transfer of7

8

9

the Acquired Assets, adjusted as follows: an amount equal to 5 percent of Citizens' AlAC

balance at the time of the transfer will be reclassified as CIAC and added to the CIAC balance,

10 and the same amount will be deducted from Citizens' AIAC balance. The adjusted amount of

I l AIAC will be amortized below the line (i.e., no impact on expenses) over a period of 6.5 years,

12 with the amortization period beginning on the day on which the transfer takes place. The

13 adjusted amount oflcIAc will be amortized above the line (i.e., as a reduction to depreciation

14 expense that would otherwise be recoverable in rates) over a period of 10 years, with the

15 amortization period beginning on the day on which the transfer takes place, The imputation of

I 16 AIAC and CIAC to Arizona-American is solely for rate making purposes, and not for financial

17 accounting or any other purpose.

18 in addition to agreeing to the imputation of AIAC and CIAC, Arizona-American agreed

19

20

21

22

1 that the Commission may adopt Staffs remaining conditions concerning the sale and transfer of

1 the Acquired Assets. Staff and Arizona-American also agreed that A.rizona-American's request

I for an accounting order to establish the amortization method for any acquisitionadjustment

I resulting from the transaction should be deferred until a future rate case.

'23

24

25

Based on these agreements by Arizona-American, Staff is recommending that the

| Commission should approve the transfer of the Acquired Assets to Arizona-American and should

| not impose any additional terms, conditions or requirements on Arizona-American.

I 26
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I

2 AUIA also expressed its

1
J

During the hearing, StalT and Arizona~American voiced their support of the Agreement

I believing that i ts terms are reasonable and in the public interest.

support for the Agreement. However. the remaining party to the proceeding,RUCO, objects to

4 the approval oflhe Agreement and to the transaction generally, as discussed below.

5 Position ofRUCO

6 RUCO maintains the proposed transaction believing that it is not in the public interest

7 and should not be approved unless it is restructured. RUCO argued that the transaction could

8 possibly, in the future. impact on ratepayers. While RUCO did not disagree that consideration of

9 an acquisition adjustment should be deferred until a future ratecase, RUCO argued that the gain

10 resulting from the sale of the Acquired Assets received by Citizens. Le.. the difference between

I I the net book value oF the Acquired Assets and the purchase price being paid by Arizona-

12 American, should be shared equally between Citizens stockholders and the ratepayers RUCO

13 further argued that the Commission should adopt a see of criteria to determine what, if any,

14 acquisition adjustment should be allowed in a future rate proceeding. RUCO also suggested that

16

17

15 1 to make this transaction in the public interest, among other things, the transaction should be

1 contingent upon Arizona-American's Board of Director's approving a letter pledging to invest ho

| less than 15 percent of the purchase price in acquisitions and capital improvements of"resources

18 I stressed" water and/or wastewater utilities in Arizona no later than 72 months after the date the

19 I Commission authorizes the transaction.

20 l Analysis of Disposition of Gain Issue

21 RUCO contended that fundamental principles of fairness support sharing the gain in this
I

I Il

I
.
I

22 case. RUCO maintained that ratepayers have shared in the risk associated with the operation of

23 I the utility assets and that it necessarily follows that ratepayers should share in the gain realized

24 | from the sale of those assets. According to RUCO, this risk sharing results from the accounting

I treatment provided in the National25 Association of Regulatory Utility Commissioners

26 ("NARUC") Uniform System of Accounts when an asset is retired prematurely, i.e., before a

0001920&O DEc1sxon no. 4  3 5 8 %
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I

2

Futility fully recovers its original cost via depreciation. RUCO also stated that prior Commissio
n

Indecisions suppongain sharing. ,

"b
J In response, Citizens argued that ratepayers have assumed no riskin Connection with the

4 Investors have provided the

5 Therefore_ theI
6 As to prior

7

8

'operation of Citizens' water and wastewater -utility ~business.

futility's capital and bear the financial risks associated with its operations.

I investors should be entitled to receive any gain resulting from the transaction.

I Commission decisions. Citizens cited three analogous cases involving a sale of an entire line of

futility business in which the Commission did order gain sharing.' Citizens also cited

9 Decision No. 60167 (April 17, I 997) in which a Lltililyls natural gas business was sold at a loss.

10 In that case, the Commission did not order the customers lo share in the loss.5

l  l This proceeding is similar to the three cases cited earlier by Citizens since it is selling its

12 entire business and wil l  have no further water and wastewater operations in Arizona The

13 Commission has never required gain shrine under these circumstances. In the Conte! of the

14 West matter, in which Citizens was authorized lo acquire all of Contel's telephone properties in

la Arizona, Staff ufgea that the gain resulting from the sale be shared equally with ratepayers.

16 However, the Commission rejected gain sharing in that case.

17 We also do not believe that ratepayers bear a substantial risk by virtue of receiving utility

18 service in this case. The particular accounting treatment for depreciable plant provided under the

19 Uniform System of Accounts does not shift risk co customers, but rather prescribes particular

20 accounting adjustments to properly reflect rate base before and after the retirement of a plant

21 item. The utility's owners, i.e., its shareholders, ultimately bear the risks associated with the

22 utility's business. While regulation may reduce those risks relative to most non-regulated

23

24
53819,

25
4 Citizens/Southern Union. Decision No. 57647 (December 2, I99l): Contel/Citizens. Decision No.
(October 17, I994), and GTBCilizens, Decision No. 62648 (June IS, 2000).

26 3 Ajo Improvement Company/Souzhwesr Gas, Decision No. 60167 (April 17, 1997).

0U01920&O DEclslon no. 6  3  5 8 4
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-I
7

I businesses, regulation does not shift that risk Io ratepayers. who are entitled ro receive utility

I service at rates set by the Commission.

'\
_> Accordingly, we do not find it appropriate Linder the circumstances in this case Io require

4

I
Citizens to share with ratepayers any par! of the gain it receives from the sale of the Acquired

5 Assets to Arizona-American. However. this will not preclude the Commission from protecting

f the ratepayers in the future.

7 Commission can strictly scrutinize the foundation of the claim and determine what amount. if

8 I any, should be approved.

6 In any claim for an acquisition adjustment in a future rate case, the

9  | Analysis of Remaining RUCO Recommendations

10 RUCO's other .recommendations pertained to the structure of the transaction and

l  | RUCOIs concerns that this structure could lead to rate increases in the future. RUCO's concern

l a primarily relates IO the fact that Arizona-American wi l l not be assuming all o f Cilizens`

13 liabilities associated with AIAC and CIAC, which totaled approximately $80.8 million and $4.7

IN million, respectively, at December 31, 1999. According to RUCO, the structure of the

IN transaction will result in the elimination of AIAC and CIAC as reductions from rate base. which

16 will in turn result in an increase in rate base and, eventually, to rate increases.
:

I

17 We believe that the Agreement appropriately deals with this issue. Citizens' AIAC and

18 CIAC will be recognized for ratemaking purposes by Arizona-American, even though Arizona-

20

19 American is not assuming those liabilities. By virtue of .this imputation, the impact of the

'structure of the transaction will be ameliorated. Based on the evidence and the testimony, the

21 'approach utilized in the Agreement is reasonable.

22

23 | and AWW was the product of arms-length negotiations that occurred after Citizens had adopted

Further, the evidence indicates that the transaction between Citizens, Arizona-American

24 its current business strategy of focusing on telecommunications services and divesting itself of

25 its water and wastewater systems, as well as its electric and natural gas systems throughout the

26
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I The payment by Arizona-

I 2

country. This is not a transaction between affiliated companies.

1 American will constitute an investment in the Acquired Assets.

q
J RUCO also expressed concern regarding the impact of the transaction on Citizens'

4 ,accumulated deferred income taxes ("ADITs"), which totaled approximately $5.2 million as of

5 I December 3 l, l 999_ and Citizens' investment tax credits ("ITs"), which totaled approximately

6 ls2.2 million as of the same date. Under the Agreement, any d.ecision on the treatment of ADlTs

7 and laCs will be deflecTed until Arizona-American seeks new rates in a future proceeding.

| Stalllls recommendation is appropriate under the circumstances herein.8

Next. RUCO questioned the approach proposed by Arizona~American and Staff. as

IN

13

IN

9

l() adopted in the Agreement, for dealing with the possible future recognition of an acquisition

1 1 adjustment in rates. RUCO agreed with Arizona-American and Staff that it is appropriate co

defer consideration of any acquisition adjustment resulting from the transaction until a future rate

| proceeding, in order to afford Arizona-American an opportunity to demonstrate that the

14 acquisition has provided a net benefit to ratepayers by virtue of improved operating efficiencies,

economies of scale and other synergies. However, RUCO's witnesses also contended that the

16 lComrr\ission should adopt a set formula that would be used in connection with any future

17 l determination of the amount of the acquisition adjustment.

18 We have concerns about the adoption of a set, mechanical formula to quantify a future

19

20

21

22

23

24

25

I 26

1 acquisition adjustment. We believe that such a determination should be made at the time all the

I facts and circumstances are known. Staffs recommendation concerning the basis on which the

1 Commission will allow the recovery of an acquisition adjustment is reasonable and in the public

I interest, Arizona-American is cautioned that the Commission will require Arizona-American to

l demonstrate that clear. quantifiable and substantial net benefits to ratepayers have resulted from

l the acquisition of.Citizeris' systems that would not have been realized had the transaction not

l occurred before the Commission will consider recovery of any acquisition adjustment in a future

l rate proceeding.

00019°o&o 63534DECISION NO.
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I

l RUCO was also critical of Arizona~Americanls failure to assume all ofICilizens' lDRBs.

2 As stated, Arizona-American will assume certain IDRBs. which local approximately $10.6

I
'1
_) million. The IDRBs that will be assumed constitute low-cost capital. The average cost of the

4 IDRBs that will be assumed by Arizona~American was 3.55 percent per annum during 1999.

I 5 RUCO believes that there may be three additional Citizens bond issues, representing low-cost

6 capital, that will not be assumed in connection with the transaction.

I 7 Arizona-American, in its testimony, has acknowledged that other bonds have been issued

8 by Citizens. The evidence indicates, however. than in contrast to the IDRBs that wil l be

I 9 assumed, the other bonds would require unanimous consent from all bond holders in order to be

10 assumed, which would be administratively difticull, if nor impossible, to accomplish within the

l I time frame of the transaction. The additional costs to Arizona-American to replace these low-

1') cost IDRBs with alternative lbrms of financing was not ascertained.

13 We find that it would not be fea'sible for Arizona-American to assume the remaining

14 bonds and it would non be reasonable IO impute these bonds IO Arizona-Americarxls capital

IN structure. The remaining bonds will continue to be an obligation of Citizens and will continue to

16 be included in Citizens` capital structure in its ongoing telecommunications business.

17 Finally, RUCO recommends that authorization of the transaction be made contingent on

18 l Arizona~American pledging to invest not less than 15 percent of the purchase price for the

19 'Acquired Assets, or approximately $35 million. in acquisitions and capital improvements at

20

21

"resource stressed" water and/or wastewater utilities in Arizona. These acquisitions and capital

I improvements would have to be made within 72 months from the date on which the CommissiOn

22 | approves the transaction.

23 The Commission recognizes that there are small water and wastewater utilities in Arizona

I 24 'that may need technical and financial assistance. Indeed, the Commission has provided such

1 assistance to small water and wastewater utilities through workshops and the development of

26 | policies aimed at improving their financial viability. However, it is not reasonable to compel a

25
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l

2

'private utility to spend in excess of$35 million to solve these problems, nor is it clear that the

| Commission has the authority to do so.

q
_) Arizona-American has indicated its will ingness to work with the Commission in

I
I 4 developing solutions to service problems being experienced by small, troubled utilities.

By

5 virtue of acquiring Citizens' systems in Arizona, Arizona-American will be in closer proximity

6 to a number of these systems. and the Commission would expect Arizona-American. as

7 circumstances warrant, to seriously consider acquiring these systems or otherwise provide

technical or financial assistance. For these reasons. we do not believe it is appropriate to impose

9 I such a mandate on Arizona-American.

8

I * =i= »:< * *10 * * >z= * >i<

I I Having considered the entire record herein and being fully advised in the premises, the

12 I Commission finds, concludes, and orders that:

.13 FINDINGS OF FACT

14 1.
I
I 15

Pursuant to authority granted by the Commission, Citizens provides public water,

wastewater, electric, natural Qas and telecommunications services in various parts of Arizona.

16 2. Pursuant to authority by the Commission, Arizona-American. a wholly owned

17 subsidiary of Awe, provides public water service to approximately 4,600 customers in the

Town of Paradise Valley, the City of Scottsdale and in certain unincorporated portions of

19 1 Maricopa County, Arizona. Arizona-American is presently classified as a Class B water utility.

18

I
I

20 3. On March 24, 2000, Citizens and Arizona-American f iled an Appli.cation

2 I

22

'requesting approval of the sale and transfer of Citizens' water and wastewater utility assets in

I Arizona together with the transfer of Citizens' Certificates to Arizona-American.

23 4. RUCO and the AUIA were granted intervention in this Docket.

I 84 5. Public notice of the Application and hearing thereon'was published in various

25 newspapers throughout Arizona within and in the vicinity of Citizens' and Arizona-American's

26 certiflcaled service areas.
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I
I
I

I 6. Customers of Citizens were also noticed of the Application by means of a written

2 I bill insen.

1 7. Cilizens` current business strategy is to focus on the provision of

4 telecommunication services and to expand its telecommunications subsidiaries` .operations

5 through the acquisition of wire centers and access lines from other providers, primarily in rural

I 6 l8II€ZlS.

7 8. In the furtherance of this business strategy, Citizens is selling its water,

8

I 9

wastewater, electric and natural gas utilities and applying the proceeds to finance acquisitions

and other business activities in the telecommunications industry.

10 9.

l  l

AWW and its subsidiaries. including Arizona-American, are the largest privately-

owned water utility system in the United States. providing water, wastewater and other water

12 resource management services IO approximately three million customers in 23 states.

13 IO. A W w is financlallv sound. and has the andexperience, expertise resources to

IN assume and perform Citizens` public service obligations.
I
| 15 l I

16

17

On October 15, 1999, Citizens, Arizona-American and AWW entered into an

asset purchase agreement under which Arizona-American will acquire all of the water and

wastewater utility assets together with the requisite Certificates held by Citizens in Arizona.

18 12.

19

Arizona-American will pay a purchase price of approximately $231 million which

includes the assumption of approximately $10.6 million of existing debt in the form of

20 outstanding IDRBs. The purchase price is subject to adjustment either higher or lower based on

21 plant additions and retirements occurring after June 30, 1999.

22 13. Arizona-American will finance the transaction through a combination of debt and

23 equity, resulting in Arizona-American having a capital structure of 55 to 60 percent debt and 45

24

25

to 40 percent common equity. This debt to equity ratio is comparable to the capital structures of

most large, publicly-traded water utilities.

26
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I 14. Staff is recommending that the Application be approved for the sale and transfer

2 of Citizens' water and wastewater utility assets including the Certificates to Arizona American

4
J subject to the following conditions:

4

5

that any decision on the ratemaking treatment of an acquisi t ion adjustment_
deferred taxes, excess deferred taxes and investment tax credits be deferred until a
future rate proceeding,

6

7

that if recovery of any acquisition adjustment is authorized in the future it should
be based on Arizona-American's ability ro demonstrate that clear, quantifiable
and substantial net benefits have been realized by ratepayers in the affected areas.
which would not have been realized had the transaction not occurred,

8
•

9

10

I
I
I
I
I
I
I
I
I I l

that Arizona~American file, 30 days after the first anniversary of the transaction, a
report which compares the number of complaints received bY the Commission
under Citizens' ownership and under Arizona-Americanls ownership and provide
an explanation of any significant changes in the number and importance of the
complaints received. Staff should review the data and. if necessary, make a
recommendation to the Commission of any further action to be taken,

12

13

that an imputation of the benefits related to AIAC and CIAC received by Arizona-
American should. be made in subsequent rate proceedings for each former
Citizens system as recommended by Staff in its direct testimony;

14

la

that Arizona-American shall be required to secure prior Commission approval oF
any amendments to, or transfers of agreements relating to the purchase of water,
such as Citizens' CAP water subcontracts, and

16

17

that Arizona-American shall charge ratepayers for services based on the rates,
charges, and service tariffs in effect at the time of closing in each Citizens service
territory. until such time as Arizona-American files general rate proceedings for
each service territory.

18

l
I
I
I

19 15. On September 26, 2000, Staff filed the Agreement that is marked Exhibit A. The

20 I Agreement resolves all issues relating to the terms and conditions under which the Acquired

21 I Assets may be sold and transferred to Arizona-American.

22

23 i recommendations if they are adopted by the Commission.

16. In the Agreement,  Ar izona-American acknowledged that  i t  wi l l  fol low Staf fs

24 17. While RUCO did not oppose the treatment of the acquisition adjustment in a

25 future rate proceeding, it neither joined in signing the Agreement nor suggested a workable

26
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[alternative approach to that agreed upon by Arizona-American and Staff in the Agreement in this

2 I instance based on our prior treatment of similar transactions.

l

I
1
J 18. Arizona-American is a fit and proper entity xo acquire Citizens` utility assets and

4 ICenificates and ro assume Citizens' public service obligations for the operation of the utility

l systems in Arizona.5

19. Staff and Arizona-American believe that the approval of the Agreement attached6 .

| hereto as Exhibit A is in the public interest.7

8 20 Based on our review of the evidence, Staffs recommendations in Findings of Fact

I
|
I 9 No. 14 and the Agreement are reasonable and in the public interest. Therefore, the transfer of

10 Cltizens` water and wastewater utility assets and Certificates to Arizona-Americén should be

l I approved.

la CONCLUSIONS OF LA\V

13
1. Citizens and Arizona-American are public serv ice corporations within the

14

la
meaning of Article XV of the Arizona Constitution and A.R.S. §§ 40-281, 40-282 and 40-285.

16 2. The Commission has jurisdiction over Citizens and Arizona-American and over

I
I
I 17 | the subject matter of the Application.

18 '1
J . Citizens and Arizona-Amer.ican provided notice of this proceeding in accordance

19
I with the law,

20
4. There is a continuing need for public water and wastewater service in the

21 7
I
I

77 I certificated service areas of Citizens

23 5. Arizona~Ameri<:an is a Et and proper entity to receive the Certificates of Citizens.

I

24 6. The Application of Citizens and Arizona-American, the Agreement and the

25 conditions recommended by Staff in Findings of Fact No. 14 should be approved.I
I 26
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f

I ORDER

I 2

q
_)

4

5

IT IS THEREFORE ORDERED that the Joint Application for Approval to Transfer the

Assets and Certificates of Convenience and Necessity of Citizens UtilitieS Company, now known

as Citizens Communications Company, together with its. Agua Fria Water Division, Mohave

Water Division. Sun City Water Company, Sun City' Sewer Company, Sun City West Utilities

6

7

Company, Citizens Water Services Company of Arizona, Citizens Water Resources Company of

Arizona, Havasu Water Company and Tubae Valley Water Company, to Arizona-American

8 Water Company be. and is hereby. approved.

I
I
I

9 IT IS FURTHER ORDERED that Arizona~American Water Company shall comply with

10

l 1

the terms, conditions and requirements as set forth in the Staff Settlement Agreement, attached

hereto as Exhibit A. and with Staffs recommendations in Findings of Fact No. 14 hereinabove.

IN

13

IT IS FURTHER ORDERED that Arizona-American Water Company shall file, within

30 days from the date on which the acquisition has been completed, with the Director of the

14 Comnlission's Utilities Division, appropriate documentation evidencing its acquisition of the

I 5 Citizens Utilities Company now known as Citizens Communications Company's Arizona water

16 and wastewater utihly assets.

17 IT IS FURTHER ORDERED that Arizona~American Water Company shall notify its

18 customers of the effective date of the transfer of the utility assets and of its assumption of the

19

20

21

obligation to provide water and wastewater utility services at the existing rates by means of an

insert in its list regular monthly billing or by other appropriate means immediately following the

date it files the documentation with the Director of the Utilities -Division.

22

23

IT IS FURTHER ORDERED that Arizona-American Water Company shall file, within

15 days of the date it files' the documentation with the Director of the Utilities Division. a copy

24 of the notice it prov.ides its customers.

25

I
I
I
I
I 26
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I
l IT IS FURTHER ORDERED that Arizona~American Water Company shall continue to

2 charge the existing rates and charges of the transferred utility companies until further Order by

the Commission.
I

1
.)

4 IT IS FURTHER ORDERED that Arizona-American Water Company shall continue to

5

6

| file all periodic reports, and comply with all outstanding compliance matters previously required

IofCitizens Utilities Company, now known as Citizens Communications Company relative to the

I
8

9

7 acquired water and wastewater operations.

IT IS FURTHER ORDERED that Citizens Utilities Company shall maintain its books

and records for the transferred utility companies for a period off years from the effective date of

10 this Decision. x

l  l IT IS FURTHER ORDERED that this Decision shall become efléclivc immediately.

I 2

13

BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

'
' CHAIRMAN . '~QMMI5SIONER

15

14 J r. .

COMMISSIONER

16
/Executive

WHEREOF, BRI AN c .  McNEI L ,

17

18 Phoenix,
200 I

this Q gy / 4 day 0%I 19

WITNESS I,
Secretary of the Arizona Corporation

Commission, have hereunto set my hand and caused the
official seal of the Commission to be affixed at the Capitol
in th< 8 / o f

1

20

21

22

B,é1An c.ry16nE1L ,
EXECUTL E SECH STARY

/

23

I DISSENT'
24

25

26

000l9ZO&O DECISION NO. 63/87
I s



DOCKET no. W-0I(82A-00.()197 ET AL.;

g
4

l SERVICE LIST FOR; CITIZENS COMMUNICATIONS COMPANY
ET AL.

2
DOCKET NOS.:

'\
.>

4

W-0 l 032A-00-.0l92; W-0 l032B-00-0 l92, W-
0 l032C-00-0 l92; S-02276A-00-0 l92 I ws-
02334A_00_0192, WS-03454A-00-0192, ws-
03455A-00-0 l92, W-020l3A-00-0 l92, W-0l 595A-
00-0192, and W-0l303A-00-0192

!
!
!

5

6

I

I

I

|

I

I
7

8

Michael M. Grant
GALLAGHER & KENNEDY
2575 East Camelback Road
Phoenix, Arizona 85016-9225
Attorneys for Citizens Communications
Company, et al.

9

10

I I

NOITIIl8.T1 D. James
FENNEMORE CRAIG .
3003 N. Central Avenue, Suite 2600
Phoenix, Arizona 8501 2-2913
Attorneys for Arizona-American Water Company

IN

13

Walter W. Meek, President .
Arizona Utility Investors Association
p. o. Box 34805
Phoenix, AZ 85067IN

I 5

16

17

Christopher C. Kempley, Chief Counsel
Legal Division
ARIZONA CORPORATION COMMISSION
1200 West Washington
Phoenix, AZ 85007

18

19

20

Deborah Scott, Director
Utilities Division
ARIZONA CORPORATION COMMISSION
1200 West Washington
Phoenix, AZ 85007

2 l

22

23

Daniel W. Pozefsky
Staff Attomey
Residential Utility Consumer Office
Suite 1200
2828 North Central Avenue
Phoenix, AZ 85004

24

25
3U99~0035/898796

26
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1

2

3

CARL J. KUNASEK
[CHAIRMAN

JLM IRVIN
COMMISSIONER

WILLIAM A. MUNDELL
COMMISSIONER

4
BEFORE THE ARIZONA CORPORATION COMMISSION

5

6 DOCKET NOS.

7

8

9

10
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W-01 032Byoo~ OF 92
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WS-02334A-00~01 92
WS-03454A~00-01 92
WS~034~55A-00~01 92
W-0201 3A~OO- O1 92
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SETTLEMENT AGREEMENT BETWEEN
ARIZONA CORPORATI_ON

COMMISSION STAFF AND ARIZONA-
AMERICAN WATER COMPANY

I

15

IN THE MATTER OF THE JOINT
APPLICATION OF CITIZENS UTILITIES
COMPANY; AGUA FRIA WATER
DIVISION OF CITIZENS UTILITIES
COMPANY; MOHAVE WATER DIVISION
OF CITIZENS UTILITIES COMPANY; SUN
CITY WATER COMPANY; SUN CITY
SEWER COMPANY, sun. CITY WEST
UTILITIES COMPANY; CITIZENS WATER
SERVICES COMPANY OF ARIZONA2
CITIZENS WATER RESOURCES
COMPANY OF ARIZONA; HAVASU
WATER COMPANY AND TUBAC VALLEY
WATER COMPANY, INC., FOR
APPROVAL OF THE TRANSFER OF THEIR
WATER AND WASTEWATER UTILITY
ASSETS AND THE TRANSFER OF THEIR
CERTIFICATES OF PUE3LIC CONVENIENCE
AND NECESSITY TO ARIZONA-
AMERICAN WATER COMPANY AND FOR
CERTAIN RELATED APPROVALS.

16

17

18'

On March 24, 2000, Citizens Utilities Company (now known as Citizens'-

20

21

22

23 filed

"Citizens")

with the Arizona

Company

Commission

24

25
26

I Communications Company), its Agua Fria Water Division, its Mohave Water

19 | Division, Sun City Wate.r Company, Sun City Sewer Company, Sun City West__

| Utilities CoMpany, Citizens Water Services Company of Arizona, Citizens Water

I ReSources Company of Arizona, Havasu Water Company and Tubae Valley Water

1 Company (collectively, and Arizona~American Water

| ("Arizona-American") Corporation

1 ("Commission") a joint application for the approval of the sale and transfer of

}Citizens water and wastewater utility plant, property and assets in Arizona

,including transfer of Citizens' andcertificates of convenience necessity
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Docket No. W~01032A-00-0192 Et al.

1 | ("Certificates"), to Arizona~American pursuant toA.R.S. § 40-285.

2 The Cornmission's. Utilities Division Staff ("Staff") has investigated the

3

4

5

6 Arizona-American has

7

8

I application and has recommended that the application be approved by the

I Commission, subject, however, to certain conditions and requirements, which are

I set forth in the Direct Testimony of Linda A. Jaress, filed in this docket on August

i 14, 2000, at pages 18-19 ("Staff Recommeridations").

I indicated that it is willing to accept the Staff Recommendations, With the exception

[ of the recommendation that Citizens' advances in aid of construction ("AlAC") and

9 contributions in aid of construction ("CIAC") be imputed to Arizona-American.

10 Representatives of Staff and Ari*ona-American have had discussions

1 1 [concerning the matters in dispute with respect to the application and have reached

12 a settlement. The purpose of this Settlement Agreement is to memorialize the

13 agreement that has been made by and an3ong Staff and Arizona-AmeriCan, which

14 resolves all areas of disagreement relating to the terms and conditions under which

15 Citizens' Arizona water and wastewater assets and Citizens' Certificates may be

16 transferred to Arizona-American.

17 1. AIAC imputation; Amortization. As of December 31,1999, Citizer\s"~

18' AIAC balance was:$8.0,81 8,669. Citizens' AIAC balance as of the date on which

19 Citizens' water and wastewater assets and Certificates are transferred to Arizona: .

20 American and Arizona-American becomes responsible for the provision of water

21 aha wastewater services will be imputed to Arizona-American. Such imputation

-22 shall be solely for ratemaking purposes. The total amount of AIAC imputed will be

23 adjusted as more particularly provided below. The adjusted arnoun1_of AIAC will be

24 amortized below the line (i.e;, no impact on expenses) over a period of 6.5 years,

25 with the amortization period beginning on the day on which the transfer takes

26 place.
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l 2. CIAC lmnutation; Amortization. As of December 31, 1999, Citizens'

2

I
!
l.

E CIAC balance was $'4,734,430. Citizens' CIAC balance as of the date on which

3 Citizens' water and wastewater assets and Certificates are transferred to Arizona-

4 American and Arizona-American become responsible for the provision of water and

5 9 wastewater services will also be imputed tO Arizona-American. Such imputation

6 : shall be solely for ratemaking purposes. The total amount of CIAC to be imputed

7 to Arizona-American will also be adjusted as provided below.
i|I The adjusted CIAC

g balance imputed to Arizona-American will be amortized above the line (i.e., as a

:
1

9 I reduction to depreciation expense) over a period of TO years, with the amortization

10 period beginning on the day on which the transfer takes place.

12 AIAC and CIAC to be imputed toAri.zona-American for rate making purposes will be

13 based on the actual balances shown on Citizens' regulatory books as of the date of

14 as fol lows:

_\.J. Ad1us§rr.eni to Record , ,_'
\,u ,CJAC and CIAC B 8=L3r:C<8S. me amounts of

Arm amount  equal  to f i v e percent  (5%) ofg the transfer, adjusted

15 I Citizens' AIAC balance at the time of  the transfer wil l  be reclassif ied as CIAC and

16 g added to the CIAC balance, and the same amount wil l  be deducted from Citizens'

17 AIAC balance in computing the amounts to be imputed to Arizona-American for-

18' rate making purposes hereunder.

I 19

l
I

!
I
I
i

4. Adoption of Remaining Staff Recommendatfohs. Arizona-American

. 20 as-; agrees that the Commission may adopt the remaining Staff Recommendations,
i

21.; set forth in the Direct Testimony of Linda A. Jaress.

22 5. Deferral of Determination of Amortization Method. The parties agree

23 that Arizona~Americar\'s request f o r  an accounting order to establish the

24 amortization method for any acquisition adjustment resulting from the transaction

25 should be deferred until a future rate case.

i
.
i
;
i

26 6. Transfer in the Public lr\terest. Based on the foregoing agreements

I
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1

2

and understandings, Staff agrees that Arizona-American is a fit and proper entity to

acquire the Certificates and that the Commission should authorize and approve the

3 transfer of Citizens' Arizona water and wastewater assets to Arizona-American on

4. the terms set fortkf herein. No additional ter.ms, conditions or requirements are

5 necessary or appropriate.

6 7. Support and Defend. This Settlement Agreement wit! be introduced as

7 an exhibit during the hearing on the application, presendy set for September 27,

8 2000. Arizona-American and Staff will jointly request that the Settlement

9 Agreement be received into evidence, and agree to support and defend this

10 Settlement Agreement and the transfer of Citizens' water and wastewater assets

l 1 and the Certificates to Arizona-American on the terms set forth herein as just,

12 reasonable and appropriate based on the par titular circumstances presented in this

13 application.

14 8. Compromise; No Precedent. This Settlement Agreement represents a

15 compromise in the positions of the parties hereto. By entering into this Settlement

16 Agreement, neither Staff nor Arizona-American acknowledges the validity .or

17 invalidity of any particular method,.theory or principle of regulation, or agrees that'~

18' any method, theory or principle of regulation employed in reaching a settlement is

19

20

appropriate for resolving any issue in any other proceeding, including (without

limitation) any issues that are deferred to a subsequent rate proceeding. Except as

21 specifically agreed upon in this Settlement Agreement, nothing contained herein

22 will constitute a settled regulatory practice or other precedent.

23 9. Priv4eqed and Confidential Negotiations. All negotiations and other

24 communications relating to this Settlement Agreement are privileged and

25 confidential, and no party is 'bound by any posit ion asserted during the

26 negotiations, except to the extent expressly stated in this Settlement Agreement.
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2

I 3

'As such, evidence of statements that were made or other conduct occurring during

| the course of the negotiation of this. Settlement Agreement is not admissible in any

*proceeding before the Commission or a court.

4 10. Complete Agreement.

5

6

7

This Settlement Agreement represeNts the

I complete agreement of the parties with respect to its subject matter. There are no

I understandings or commitments other than those expressly set forth herein.

DATED this 26 day of September, 2000.

8 IARIZONA CORPORATIGN
COMMISSION STAFF

ARIZONA-AMERICAN WATER COMPANY

9
v

£310
By:

11

(

By: o f / v

12

13

Steven M. Olea
Acting Director, Utilities Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

/I o/I FMA/-
Norman D. James
FENNEMORE CRAIG -
3003 N. Central AvenOESuite 26OO
Phoenix, Arizona 8501 2-291 3'
Attorneys for Arizona-American

Water Company .
14

I
An original and 10 copies of the

15 foregoing was delivered this
day of September, ZOOO, to:

16
Docket Control

17 Arizona Corporation Commission
1200 West Washington

18, Phoenix, As 85007

*s

19

20
d.ay of

21

22

23

n
I

24

A copy of the foregoing
was delivered this
September, 2000, to:

Karen E. Nolly _
Asses.tent Chief Administrative

Law Judge .
Hearing Division
Arizona Corporation Commission
1 200 West Washington

i Phoenix, AZ 85007

25

26
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1

2

A copy of the foregoing
was telecopied/delivered and mailed this
day of September, 2000, to: I

3
w

z

4 Office...
\4

1-J

»

5

v .
. >-
v4*

,

6

7

8

Daniel W. Pozefsky
Staff Attorney
Residential Utility Consumer
2828 North Central Avenue ..
Suite 1200
Phoenix, AZ 85004
(602) 285-0350 ;
Walter W. Meek, President
Arizona Utility Investors Association
p. o. Box 34805
Phoenix, AZ 85067
(602) 254-4300

9

|
I
I
I
I
I

10 v
' a

1 1 Central Suite 1660 a

Craig A. Marks *,
Associate General Counsel
Citizens Communications Company
2901 N. I ,
Phoenix, AZ 85012
(602) 265-3415

u

12
.

L

13

14 By:

15

16

|

i
;

2
0

4

17 4.

18'

19

20 in

21

22

23

24

25

26
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AMERICAN WATER WORKS - SHARED SERVICES CENTER
CITIZENS AcQulsmon
Final Acquisition Journal Entry - Arizona

F:\RATES\Arizona Citizens Rate Case\[AZ Czn Entries Fina

1. RECORD UTILITY PLANT PURCHASED (Booked in Jan Based on Nov Info) JE2301. reciass debt JE231

230105404000
230105201200
230105221 120
230105221100

Utility Plant Purchased/Sold
Common Stock
Bonds Inside
Bonds Outside

275,471,277
110,888,158
154,948,119
10,635,000

2. RECORD ACQUISITION - NET ASSETS

276,471,277
3,371

500,000
1 ,723,245

R
R

71,151
825,523

47,496 R
27,730

27,730
9,027

9,027
382,751

382,751
4,952

4,952
R581 ,849

99,208
30,557

896
24,374

R

1 ,057,874
9,672
5,654

195
272,822,609

19,974
6,1 10,694

2,500
Exb |

663,525

55.775,969
9,253

R
143,867 R

418
97,658

201,088
497,393

48,222
96,961

294,013
28,554

22,458
44.971

CZN record ref assets
230105.10400
230105.134100
230105.146100.001
230105.141000
230105.141000
230105144000
230105.143000
239902.241249.002
239902241249001
239903.241249.002
239903.241249.001
239901 .241249.002
239901.241249.001
239905.241249.002
239905.241249.001
230105.146100;001
230105_146100.001
230105.153000
230105.165500
230105.165500
230105.165500
230105.105110_1 CZN X
238305.146100.001
236206.675000.2135
236406.675000.2135
230105.101099
230105.101099
230105.105110.1 CZN X
230105.108105
230105.108105
230105.183000
230105.238010
238905.186898.DD230001 s
236205.186898.DD230001 s
236205.186898
236205.186898
236405.186898.DD230001 s
236405.186898
236405.186898
236105.186898.DD230001 S
236105186898
236105.186898
236105.186898
230105,186898
230105.181110

JE#
Utility Plant Purchased/Sold
Petty Cash
NR Other Manual (Notes Rec)
Accounts Receivable
Accounts Receivable-unexplained difference
Unbilled Revenue
Allowance for Doubtful Accounts
Collection for Others (agua Fria)
Collection for Others (agua Fria)
Collection for Others (Sun City)
Collection for Others (Sun City)
Collection for Others (Surprise)
Collection for Others (Surprise)
Collection for Others (Sabrosa)
Collection for Others (Sabrosa)
Misc A/R - Manual
Misc A/R - Manual
Materials & Supplies-Stk E
Prepaid Postage
Prepayments - Transition services
Prepayments CAP Legal Services
Capital Exp. Invoices paid by Citizens
Sabrosa Water Well Project
Sun City Main Repairs
Sun City West Main Repairs
Utility Plant
Utility Plant CBSC Assets
CWIP
Accumulated Depreciation
Accumulated Depreciation CBSC Assets
Preliminary Survey & Investigation
Customer Deposits
Ground Water Withdraw Fee
Ground Water Withdraw Fee
DDA -Other
DDA -Other
Ground Water Withdraw Fee
DDA -Other
DDA -Other
Ground Water Withdraw Fee
DDA -Other
DDA -Other
DDA -Other
DDN Other (regulatory assets)
-Unamortized Debt Expense - outside

2,929,500
1,392,615

387,690
R



22,990
1,972_236.00

886,624 sch
23,364,564 sch

284,879 sch
30,921

230105181110
230105241998
230105235151
230105252120
230105.26241 1
230105.840000
230105234300
230105114100

Unamortized Debt Expense - outside
Other Current Liability - analyzed
Accrued Property Taxes
Advances for Const
DCN - Advance Payments and Deposits Other
Interest Exp Other
A/P Misc. -Net Cash Payable
UPAA"

2,030,554
71,118,430

361,801,197 361.801.197

UPAA DETAIL Initial UPAA
Initial Cash Payment (line 5)
Less: Net Assets Purchased

Initial UPAA

266,618,443
195,489,291

71,129,152

Difference 10,722

CBSC Assets not on Citizen's Az Balance sheet
but should be according to the schedule

10,722 Part of IL workpapers

3. RECORD UTIUTY PLANT DETAIL
GARY TO RECORD

Utility Plant (incl CBSC Assets) 272,842,583230105.101099
230105.101000.xxxxxx
230105_101000xxxxxx
230105.101000_XXXXXX
230105,101000.xxxxxx

xxx
xxx
xxx
xxx

4. WRITE-OFF INVENTORY To EXPENSE (CREDITED EXP WHEN LOADED)
CZN W/O Inventory #4 JE#
230105.575000.16
230105.153000

Misc Oper Exp AG
Material & Supplies

30,557
30,557

5. EXPENSE PREPAID POSTAGE
JE#CZN - w/o prepaids#5

230105.575000.16
230705. 165500

Misc Expense
Prepayments

896
896

6. EXPENSE PREPAID MOTOR VEHICLE TAXES AND CAP Legal
CZN - w/o prepaids#6 JE#
230105.575000.16
230105.165500
230105.165500

Misc Exp
Prepayments
Prepayments

21,874
2,500

24,374

7. TO WRITE OFF UNBILLED REV.
JE#

I

CZN - w/o unbilled #7
236105.401 120
236105.401220
236105.401520
235205.401 120
236205.401220
236405.401120
236405.401220
237105.401 120
237105.401220
237105.401520
237305.401 120
237305.401220
238305.401120

Aqua Fria Res
Aqua Fria Comm
Aqua Fria OPA
Sun City Water - Res
Sun City Water .. Comm
Sun City West - Res
Sun City West - Comm
Mohave - Res
Mohave - Comm
Mohave - OPA
Havasu Res
Havasu Comm
Distco Res

120,069
29,652
24,609

211,176
36.464

107,910
22,191

1 15,155
32,575
4,601

17,944
5,827

71,303



238305.401220
238905401120
238905.401220
230105.144000

Distco Comm
Tubae Res
Tubac Comm
Unbilled Revenue

9,753
13,783
2,510

825,523

I 8. CAPITAL INVOICES PAID BY CITIZENS NEED TASK ORDER NUMBERS
NO ENTRY NEEDED
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order

Anthem Valve Vaults Task Order 5
Anthem Water Treatment Plant Ph 3
Anthem Solids Handling Facility
Sun City West Reclaim Facilty
Sun Village Well #5
Sun Village Water Plant Mods
Sun Village SCADA
Sun City Grand Water Plant #1
Anthem Project Mana phase 4
Anthem Water Campus WTP 4MGD
Anthem Water Campus Tank #2
AT/AF Interconnect
Oakmont Dr. Water Replace
Anthem Remote Vault Ffoat Valve
Anthem Valve Replacement
Sun City West Service Replacements
Sun City Sewer Flo Mtr SCADA RTU
Water test Agua Fira
Water Test Sun City
Water Test Anthem
Sun City/Sun City West Grdwtr Svgs
Sun City/Sun City Wst Well Study
Whitestone Water Reclaim Fae
Anthem Finished Water Res.#2
Sun City Grand SCADA
99th 8t Olive Flow Meter
Sun Village Booster Station
Surprise Main Replace
Anthem Phase 2
SUB - TOTAL

Need Task Order Sun Valley Water Treatment Plant
Wason the PA line of Exhibit I should be AZ

15,366
51,093

344,109
70,913
18,900
11,129
2,240
7,990

76,444
310,975

3,757
1,147
1,965
7,410
5,124
5,916

11,266
88
70

640
3,016

25,415
5,846

47,735
1,560
1,318
3,494
1,520
1,851

1,038,299
19,575 Not On D. Baba's sheets

TOTAL 1.
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Citizens Business Services Company (CBSC)
Net Book Value of Assets - Banner System 8- Non Banner Items

. Al January 15, 2002

Category Description
Capitalized

Cost
Accumulated
Depreciation

Est. Net
Book
Value

Allocated by State
Illinois Arizona

5

6
7

8

9

9

g

10

11

12

Furniture & fixtures:
Office furniture
Work tables, files & storage cabinets
Copier
Facsimile machine
File server & software - Sun City, Az
File sewer a software - Harvey, LA
File server & software Woodridge, IL
PCs and software
Misc.
PC credit services
Total Furniture 8. Fixtures

2.497

3.582

1,565

2,465

19,974

99,870

79,895

53,085

2.465

7,056
272,454

1,157

1,662

728
1.141

9.253

46,263

37,011

24,595

1,141

3,271

126,222

1,340
1,920

837
1,324

10,721
53,607
42,884
28,490
1.a24
3,785

146,232

1,340

1,920

837

1,324

0

53,607

42,884

28,490

1,324

3,785

135,51 1

0

O

O

0
10,721

0

0

0

0

0

10,721

13

14

15

16

17

18

19

Data Center Imolementationz
HAVC System (50%)
UPS um!
Generator
Fire suppression system
Raised flooring
Equipment racks / workstations
Telephone / data wiring
Total Data Center Implementation

58,276
81,342
99,337
44.442
10,212
33,989
22,144

349,742

27,000
37,677
46,018
20,589
4,726

15,748
10,256

162,014

31,276
43,665
53,319
23.853
5.486

18.241
11,888

187,728

31 ,276
43,665

53,319

23,853

5.486

18.241
11,888

187,728

0

O

0

O

0

0

o

O

20 Computer hardware HP 9000 & HP-UX 705,391 326,768 378,623 378,623 O

pa

29

30

31

Mailing Center Implementation:

HVAC system (50%)

Ceiling tile

Carpet padding

Canape
Total Mailing Center Implementation

36,260

1 ,514

404

3,082

41,260

16,797

705

184
1,425

19,111

19,463
809
220

1,657
22,149

19,463
809
220

1,657
22,149

0
0
0
0
0

32 Automated mailing system 316,328 146,541 169,787 169,787 0

33 Billing printer 202,150 93,647 108,503 108,503

34 Postage meter 7,046 3,263 3,783 3,783

0
0
0

Total Allocated Assets 1,894,371 877_566 1,016,805 1 ,006,0B4 10,721

Assets Expected to Retain
Banner System 2,955,710 1,369,691 1,587,019

Other Unallocated Assets 138,601 64,194 74,407

Software License cost transferred from LGS 12/00 1223,780 265,152 958,628

I Total Retained Assets 4,319,091 1 ,699,037 2,620,054

Total CBSC Assets 6,213,462 2,576,603 3,636,859
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Arizona-American Water Co.
Citizens Acquisition - Phase 3 Costs
As of September 30,2002

Service Company Charges
lntergration Services (Consultants)
Miscellaneous (data lines, office trailer rental)
Notices to Customers

2000
165,778

2001
235,692

167,778

1,497
375

239,564

2002
217,655
157,932

450
5,407

383,445

$
$
$
$
$

Total
619,125
157,932

1,947
5,782

784,784

\

Ft\RATES\Arizona Citizens Rate Case\[Phase 3 Acquisition Costs.>ds]Phase 3
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Arizona American - Management Fees Allocations

Annual Management Fee $ 5,153,711

Location

4 Factor
Formula
Factor

Management Fee
Allocation

$Mohave Water, Havasu Water
Mohave Sewer
Sun City Water
Sun City Sewer
SUn City West Water
Sun City West Wastewater
Agua Fria, CWS, CWR Water
CWS, CWR Sewer
Tubac Valley

0.1157
0.0070
0.1797
0.1014
0.1001
0.1072
0.2300
0.0558
0.0075

596,284
36,076

926,122
522.586
515,886
552,478

1,185,353
287,577

38,653

Line

M
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18

19
20
21

TOTAL CUSTOMER COUNT 0.9044 $ 4,661,016

Arizona American - Management Fees Allocations

Annual Management Fee $ 5.153.711

Location

4 Factor
Formula
Factor

Management Fee
Allocation

$Mohave Water
Havasu Water
Mohave Sewer
Sun City Water
Sun City Sewer
Sun City West Water
Sun City West Wastewater
Agua Fria
CWS/CWR Water

0.1011
0.0146
0.0070
0.1797
0.1014
0.1001
0.1072
0.1384
0.0916

521,040
75,244
36,076

926,122
522,586
515,886
552,478
713,274
472,080

CWS/CWR Sewer 0.0558

Tubac Valley 0.0075

287,577

38,653

TOTAL CUSTOMER COUNT 019044 $ 4,661,016

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22

23
24
25
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ARIZONA-AMERICAN WATER COMPANY
FOUR FACTOR ALLOCATION

DISTRICT/CO.

PLANT
IN

SERVICE

GENERAL
METERED

CUSTOMERS
SALARIES &

WAGES

DIRECT O&M
EXPENSES

(EXCLUDE PR)

4 Factor
Allocation

%

SUN CITY SEWER
DISTRICT/CO.

12,612,288
5.1853%

21,144
18.4614%

170,492
2.8744%

2,1 10,347
14.0583% 10.14%

SUN CITY WEST WASTE WATER
DISTRICT/CO.

24,836,561
10.21 11%

14,889
13.0000%

656,756
1 1 .0727%

1,291,160
8.6012% 10.72%

MOHAVE (SORENSON)
DISTRICT/CO.

1,742,120
0.7162%

565
0.4933%

66,444
1 .1202%

71 v876
0.4788% 0.70%

DISTCO/TREATCO SEWER
DISTRICT/CO.

21,774,316
a9521%

3,60o
3.1433%

341,267
5.7537%

673,393
4.4859% 5.58%

SUN CITY WATER
DISTRICT/CO.

28,533,245
1 1 .7309%

22,068
19.2681 %

1,248,678
21 .0523%

2,973,822
19.8104% 17.97%

SUN CITY WEST WATER
DKSTRICT/CO.

24,724,945
10.165296

15,303
13.3614%

494l,526
8.3376%

1,226,276
8.1690% 10.01 %

TUBAC VALLEY
DISTRICT/CO.

1,450,789
05965%

488
0.4261%

84,319
1.42160/,

85,010
0.5663% 0.75%

MOHAVE WATER
DISTRICT/CO.

15,573, 1 OF
6.4026%

13,623
11.8946%

907,831
15.3057%

1,024,583 .
6.8254% 10.11%

HAVASU
DISTRICT/CO.

1,447,094
0.5949%

1 ,232
1 .O757%

184,457
3.1099%

157,357
1 .O482% 1 46%

AGUA FRIA
DISTRICT/CO.

49,451,561
20.3311%

13,589
11.8649%

688,562
1 1 .6089%

1,731,272
1 1.5330% 13.84%

DISTCO/TREATCO WATER
DISTRICT/CO.

39,161,570
16.1005%

3,353
2.9276%

626,309
10.5594%

1,059,889
7.0605% 9:16%

PARADISE VALLEY
DISTRICT/CO

21,923,699
9.0135%

4,677
4,0836%

461,666
7.7835%

2,606,438
17.3630% 9.56%

ARIZONA TOTAL 243,231,291 114,531 5,931,307 15,011,423 100.00%
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$235,333

ARIZONA-AMERICAN WATER COMPANY
2002 General Rate Case Application

Rate Case Expense

Estimated Rate Case Expense for Current Rate Case Application:

(see detail) $608,000

Fmplnvee (Met her Dav
Hotel
Airfare
Food
Miscellaneous

$
$
$
$

Cost/Day $

105
50
30
15

200

# FmpsAWWS On Fmntnvnes
Filing
System Tour
Stipulation Meeting
Hearings
Commission Conference
public Meetings (1 )
Public Meetings (2)

$
$
$
$
$
s
$

Cosflliav
200
200
200
200
200
200
200

DBMS
1

3

1

10

2

4

4

1 s

3 s
2 S
5 S
2 s
2 S
4 3

Total $$
200

1 ,800
400

10,000
800

1 .600
3,200

Total s 18.000

Mailings. Printinqs. Supplies 8: Miseellaneeus

Total Estimated Rate Case Expense

$80,000

$706,000

Amortization Period ( In Years )
Normalized Annual Rate Case Expense
Recorded Rate Case Expense Per General Ledger
Rate Case Expense Adjustment

3
$235,333

\.
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Arizona Rate Case Expense 111320021.xl$
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rate applications, including the National Association of Regulatory Utility

Commissioners (NARUC) biannual Utility Rate Seminar.

I Q- PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE.

I have been employed by the American Water System since 1978. The various

positions I have held within the American Water System are: Accountant - 1978,

Accounting Superintendent for the Los Angeles Region - 1981, Assistant Director

of Accounting for the operating utilities in the Western Region - 1983, Assistant

Director of Rates and Revenues for the operating utilities in the Western Region -

1984, Director of Rates and Revenues for the operating utilities in the Western

Region - 1986, and Director of Rates and Planning for the operating utilities in the

Western Region since 2001.

Q- HAVE YOU HAD ANY OTHER PROFESSIONAL EXPERIENCES?

Yes, I served on the Accounting Committee of the California Water Association

and have been an instructor at the NARUC biannual Utility Rate Seminar on eight

occasions.

Q- HAVE YOU PREVIOUSLY

REGULATORY COMMISSIONS?

TESTIFIED BEFORE UTILITY

Yes, I have testified before the Arizona Corporation Commission ("Commission")

in rate and acquisition proceedings for Arizona-American, before the California

Public Utilities Commission on many occasions for all of the California-American

Water Company systems, and before the New Mexico Public Regulation

Commission in many types of proceedings on behalf of New Mexico-American

Water Company,

1
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11.

Q-

PURPOSE OF TESTIMONY, SUMMARY AND CONCLUSIONS

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS

PROCEEDING?
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I

The purposes of my testimony are to: (1) identify and explain the Company's rate

filing, (2) provide background concerning the purchase of the former Citizens

Communications' water and wastewater utility assets in Arizona ("Citizens'

Assets") by Arizona-American (the Citizens' Acquisition), (3) explain and support

various adjustments made to the test period actual results, (4) explain and support

all components of the capital structure except for cost of equity, and (5) to discuss

the specific requirements set forth in Decision 63584 (April 24, 2001), which

authorized Arizona-American to purchase the Citizens' Assets ("Acquisition

Decision").

Q. WHAT DO YOU MEAN THE "COMPANY'S RATE FILING"?

I

I mean the five (5) separate applications for rate relief being filed with the

Commission in 2002. This fi l ing follows our efforts to determine the best

approach to tile rate applications for a substantial number of systems in a manner

that would make the most sense for both public presentation and ease of handling

for the Commission's Utilities Division Staff ("Staff").

Q- YOU ALSO USED THE TERM "SYSTEM." ARE YOU REFERRING TO

"SYSTEM" IN A LEGAL OR OTHER SPECIFIC SENSE?

I

1 A .

2
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11 A .
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No, I am using the tern "system" in a more general sense. By way of background,

as I mentioned earlier, Arizona-American acquired all of the water and wastewater

assets of Citizens in Arizona in a transaction that closed earlier this year.

Previously, Citizens' Assets were under a different ownership structure with a

number of separate corporate entities, such as Sun City Water Company, Sun City

W est  Ut i l i t ies Company or  the Agua Fr ia W ater  Div is ion of  Ci t i zens

Communications Company, for example. However, Arizona-American acquired

only the assets - not the stock. Therefore, the assets were removed from separate

ownership and now all fall under the ownership umbrella of Arizona-American.
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Q- HOW DOES ARIZONA-AMERICAN REFER TO THESE SEPARATE

GROUPS OF ASSETS INTERNALLY?

I
I

Generally we use the term "district" to refer to a separate area within Arizona-

American where, for accounting purposes, we individually account for revenues

and expenses, and maintain separate balance sheets. These areas generally

coincide with areas where the same tariffs apply and in that sense, a district could

be identified as a "tariffed area." Of course, reference to the "Tubac water tariffed

or the "Sun City West water tariffed area" would be awkward, and for

purposes of the Company's rate filing, we basically use the terms "district" or

"system" interchangeably and neither is intended to denote the actual name of any

particular corporate entity or to designate an operational or other system as such

term is used by ADEQ or any other regulatory agency to identify water or

wastewater systems in Arizona.

area"
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8
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Q- THANK YOU MR. STEPHENSON. W OULD YOU PLEASE CONTINUE

WITH YOUR DISCUSSION OF HOW THE COMPANY ULTIMATELY

DECIDED THE BEST WAY To ORGANIZE THE COMPANY'S RATE

FILING?

Certainly, again from a public perspective, it was determined that it made sense to

file separate applications for the Sun City and Sun City West districts. These four

districts, two water and two wastewater systems, are relatively large in size and

have certain unique characteristics and circumstances that distinguish them from

the other Arizona systems. The third application consists of two water systems in

Mohave County, the Mohave water district, which provides water service in the

vicinity of Bullhead City, and the Havasu water district, which provides service

near Lake Havasu City. These systems are close together and operated by

essentially the same Company personnel. The fourth application being filed is the

ENNEMORE CRAIG
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I

combination of Agua Fria water district and the water and wastewater systems

sewing the Anthem development in Maricopa County. These utility systems

primarily serve recent developments and have very similar operating procedures.

The final application is for the small Class C water system known as the Tubac

water district in Santa Cruz County. This system is distinctive based on its small

size, limited revenues and location. Again, for convenience, I will sometimes refer

to the five applications as the Company's rate filing. And, again, I want to

emphasize that the terms "system" and "distr ict" should be considered

synonymous throughout the Company's rate filing.

Q- ALL OF THESE DISTRICTS SYSTEMS ARE PART OF THE

CITIZENS' ACQUISITION, CCRRECT?

OR

That is correct. I should also note that none of the former Citizens' systems have

received any recent rate increases. Citizens Agua Fria Water Division, Sun City

Water Company, Sun City Sewer Company, Sun City West Utilities Company and

Tubac Valley Water Company last rate order was issued in May 1997 based on test

years ending March 31, 1995. Decision No. 60172 (May 7, 1997).1 Citizens

Mohave Water and Wastewater Divisions last received rate increases in February

1990, based on test years ending March 31, 1988. Decision No. 56806 (Feb. l,

1990). Likewise, Havasu Water Company last received rate increases in February

1992, based on a test year ending December 31, 1990. Decision No. 57743 (Feb.

21, 1992). It appears that once Citizens decided to sell its water and wastewater

systems in 1999, it elected not to seek rate increases and, in some cases, to accept

operating losses. This situation has caused Arizona-American to seek rate

1

2

3

4

5

6

7

8

9

10

11

12 A.

13

14

15

16

17

18

19

20

21

22

23

24

25

26

1 In Decision No. 60172, rates for Sun City Water Company and Sun City West Utilities'
rates for water service were actually reduced.
Utilities' rates for both water and wastewater service were reduced in the poor rate
proceeding, as were Sun City Water Company's rates. Decision No. 55488 (March 17,
1987).

I also understand the Sun City West
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increases more quickly than it anticipated. However, a delay in obtaining rate

increases and correcting these systems' anemic earnings would be harmful to the

Company and, ultimately, to its customers.

Q. WHAT ARE YOUR OVERALL RESPONSIBILITIES IN THIS CASE?

I have been responsible for the coordination and supervision of all of the rate case

applications discussed including, among other things, selecting the test period and

the pro-fonna time period for various adjustments, and determining what

adjustments need to included in the filing.

Q, WHAT TEST PERIOD DID YOU DETERMINE WAS APPROPRIATE IN

THIS CASE?

I determined, for ease of presentation, that the period ending December 31, 2001,

should be used as the test period for the Company's rate filing. This period closely

is aligned with the purchase of the Citizens' Assets by Arizona-Amenlcan, which

transaction closed on January 15, 2002.

Q- DID ARIZONA-AMERICAN OWN THE CITIZENS' ASSETS, OR HAVE

ANY RESPONSIBILITY FOR THE OPERATING EXPENSES OR THE

PROVISION OF SERVICE DURING THE TEST PERIOD FOR THE

SYSTEMS THAT ARE THE SUBJECT OF THE COMPANY'S RATE

FILING?

No. As I stated, the purchase of the Citizens' Assets was not completed until

January 15, 2002, on which date Arizona-American assumed operational control

and responsibility for the Citizens' Assets.

Q-

1
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SINCE ARIZONA-AMERICAN DID NOT OWN AND OPERATE THE

CITIZENS' ASSETS AND NOT HAVE ANY OPERATING

RESPONSIBILITY FOR THE WATER AND WASTEWATER UTILITY

OPERATIONS IN 2001, HOW DOES THE COMPANY JUSTIFY FILING A

DID

l ENNEMORE CRAIG
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RATE APPLICATION WITH A TEST PERIOD ENDING PRIOR TO THE

COMPLETION OF THE PURCHASE?

The recorded operating expenses directly incurred by each district basically remain

unchanged following the acquisition. Further, the Commission ordered Citizens to

maintain its books and records for a period of 5 years following the closing. It is

relatively simple to remove the management and services costs allocated to each of

the operating systems by Citizens from the normally-incurred direct operating

expenses of these systems. Likewise, it is relatively simple to add in the expected

Service Company charges from AWW applicable to Arizona-American.

Q. WHAT PRO FORMA TIME PERIOD HAVE YOU USED FOR EXPENSE

AND PLANT ESTIMATIONS IN THIS CASE?

I am recommending that such adjustments, all of which will be detailed further in

the various witnesses' direct testimonies, go no further into the future than end of

year 2002. This will provide ample time for Staff to review and analyze these

adjustments prior to providing their recommendations in Staffs direct filing.

Q- ARE THERE PRO FORMA ADJUSTMENTS FOR PLANT ADDITIONS?

Yes, we have estimated the non-revenue generating plant additions that will be

completed and placed in service by the end of 2002, and have included pro forma

adjustments that include those additions in utility plant in service. This is

consistent with Commission Decision No. 61831 (July 20, 1999) related to the

Paradise Valley water district, wherein the Commission ordered the Company to

limit pro forma plant additions to those plant items that are used and useful and in

service 90 days after the application is deemed sufficient. The December 31, 2002

cut-off date proposed by Arizona-American in this case is well within the 90-day

deadline established by the Commission.

1

2
3 A.

4

5

6

7

8

9

10

11

12 A.

13

14

15

16

17 A.

18

19

20
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22

23

24
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26 Q- HOW ARE PRO FORMA ADJUSTMENTS DETERMINED FOR
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OPERATING EXPENSES?

Pro forma adjustments for operating expenses are based on known and measurable

changes that have or will occur up until the time each rate application is tiled to

develop a normal 12-month period of operations. This is consistent with A.A.C.

R14-2-103(i).

111. ACQUISITION OF THE WATER AND WASTEWATER ASSETS OF
CITIZENS UTILITIES OF ARIZONA

Q. WOULD YOU PLEASE BRIEFLY DESCRIBE THE CITIZENS'

ACQUISITION?

By way of background, Arizona-American has owned and operated a water utility

system in Arizona, which was formerly known as Paradise Valley Water

Company, since the late 1960s. The Paradise Valley water district is relatively

small, and currently furnishes service to approximately 5,000 customers.

Sometime in 1998 or 1999, Citizens Communications Company (formerly Citizens

Utility Company) decided to focus its business activities in the

telecommunications area, and elected to sell its water and wastewater assets, which

were located states including Arizona. Arizona-American's parent

I

I

l

2 A.

3

4

5

6

7

8

9

10 A .

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

in six

company, AWW, which is the largest privately-owned water utility system in the

United States and whose business activities focus on water and wastewater,

entered into negotiations with Citizens. Ultimately, on October 15, 1999, Citizens,

Arizona-American and AWW entered into an agreement under which Arizona-

American agreed to purchase the Citizens' Assets, which included all of the water

and wastewater systems and assets in Arizona.

Citizens and its various Arizona water and wastewater subsidiaries, along

with Arizona-American, filed an application on March 24, 2000, seeking approval

of the transfer of the Citizens' Assets to Arizona-American in Docket Nos. W-
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I
I
I 3.
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01032A-00-0192, et. seq. Later that same year, Arizona-American filed a separate

application in Docket No. W-01303A-00-0929 seeking authority to issue certain

promissory notes and other evidence of indebtedness and to assume certain

industrial development revenue bonds in connection with financing the purchase of

the Citizens' Assets. Following notice and a public hearing, the Commission

ultimately approved the transfer of the Citizens' Assets in the Acquisition

Decision. Attached to the Acquisition Decision and incorporated therein in the

second ordering paragraph, was a settlement agreement setting forth specific terms

and conditions agreed to by Staff and the Company. These terms and conditions

settled one ratemaking issue and set forth deadlines, procedures and filing

requirements that Arizona-American is to follow in future rate proceedings. The

terns and conditions are as follows:

1. The ratemaking treatment of the of the acquisition adjustment, deferred taxes,

excess deferred taxes and the investment tax credit will be deferred until a

future rate case proceeding.

The decision to allow recovery of the acquisition adjustment must be based

on Arizona-American's ability to demonstrate that clear, quantifiable and

substantial net benefits have been realized by ratepayers, which would not

have been realized had the transaction not occurred

The Company must f i le a report 13 months after the closing of the

transaction, comparing the number of complaints received by the

Commission prior to and after the transaction.

The adjusted AIAC balance not transferred to Arizona-American as part of

the transaction will be imputed ratably into rate base over a 6.5 year period.

The balance will be ratably reduced over the 6.5 years utilizing a levelized

monthly below the line amortization.

4.

l ENNEMORE CRAIG
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I

I

I
I
I
I

A copy of the Acquisition Decision is attached hereto as Stephenson Dir. Exh. 1.

Later in 2001, the Commission issued Decision No. 64002 (Aug. 30, 2001)

authorizing the debt financing for the purchase of the Citizens' Assets. In

summary, the Commission authorized Arizona-American to issue promissory

notes and other evidence of indebtedness in an amount not to exceed $180 million

and to issue a promissory note reflecting the obligation associated with assuming

Citizens' industrial development revenue bonds in the amount of $10,635,000

The balance of the purchase price was financed by an infusion of additional paid in

equity capital from AWW. In Decision No. 64002, the Commission ordered

Arizona-American to increase its equity by at least $0.69 for each dollar of

acquisition in order to maintain a reasonably balanced capital structure.

I Q, WHEN DID ARIZONA-AMERICAN FINALIZE THE PURCHASE OF

THE CITIZENS' ASSETS?I
I
I
I
I
I
I
I

1
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26

The transaction was finalized on January 15, 2002, the date title to all of the

Citizens' Assets was transferred to Arizona-American. All of the service provision

responsibilities were also transferred to Arizona-American on that date. The final

Citizens' Asset purchase price was approximately $276,500,000, and included an

initial book acquisition adjustment of approximately $7l,l00,()00. As Explained

in the Direct Testimony of Mr. Joseph Hartnett, appended as Exhibit C to the Joint

Application for Authority to Transfer Assets and Related Approvals in Docket

Nos. W-01032A-00-0192, .q seq., the purchase for the Citizens' Assets was

determined by an ans-length negotiation based on the advice of each companies

financial advisors. This open market negotiated purchase price then establishes

AWW's reasonable investment in the Citizens' Assets. This reasonable investment

in the Citizens' Assets was funded by a combination of debt and equity as shown

on at the top of the closing journal entry to record the transaction, which is
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I
I
I

attached hereto as Stephenson Dir. Exh. 2.

IV.

Q-

POST TEST PERIOD ADJUSTMENTS

WHAT PRO FORMA ADJUSTMENTS ARE YOU RESPONSIBLE FOR

SUPPORTING?

I
I
I

I

I am responsible for supporting six adjustments that impact all of the Company's

rate filings. The specific adjustments are as follows: 1) capitalization of payments

made for the implementation of ORCOM billing software from operating expense

and the detennination period for the recovery of this expense, 2) the transfer of

charges related to the completion of the Citizens' Acquisition, as well as charges

for the development of base accounting procedures from expenses to

organizational costs, 3) the rationale for the removal of the Citizens' management

costs, 4) estimates of Service Company charges, 5) estimates of rate case expense

and 6) estimates of direct charges to the systems made by AWW.I
Q. WHY HAVE PAYMENTS BEEN MADE FOR THE DEVELOPMENT OF

THE ORCOM BILLING SOFTWARE?I
I
I
I
I
I
I

1
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5 A .

6

7

8

9

10

11

12

13

14

15

16 A.

17

18

19

20

21

22

23

24

25

26

Payments made for the development of the ORCOM billing software have been

made in connection with converting all of the Citizens' customers over to the

AWW billing system. The payments should be considered as organizational costs

or start-up costs. I will refer to these as "start-up costs" for the remainder of this

discussion. These start-up costs were for such items as consultants' fees, billing

programs modifications and related expenses of AWW associates to assist in the

development of the billing system. The billing system had to come on line exactly

at the time of closing. Since the acquisition was an asset sale, there was no

arrangement between Citizens and AWW for Citizens to continue billing any

utility customers after the transaction closed. The ORCOM system had to be up

and running, and running properly, at the closing. To the benefit of these
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customers, AWW has been developing this same system for its own use at all of its

present properties, including the Paradise Valley district. This made the time and

expense of converting the Citizens' customers to the ORCOM system less

burdensome.

I
I
I
I
I
I
I

Q- WHY WERE THESE COSTS EXPENSED?

Over the past few years accounting requirements regarding the booking of these

types of start-up costs have changed. Start-up costs historically have been

capitalized along wih the purchase or development of new assets. This is no

longer the case. The Financial Accounting Standards Board has determined that

too many expenses were being capitalized and companies' balance sheets were

being overstated. However, for a regulated utility, the books and records of a

company are maintained in accordance with Commission regulations and policy.

These start-up costs have always been treated as a capitalized asset, and there is no

valid reason to stray from that policy. These start-up costs are incurred for the

development of programs to serve new customers. The addition of the new

customers lowers the overall fixed costs per customer. This produces a net cost

savings. Therefore, all present and future customers should share in both the

development costs as well as the savings. Common regulatory practice is to spread

the development costs of a cost saving measure over the customer base receiving

known and measurable savings.
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6 A.
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25 A.

26

Q, DOES THIS COMMISSION HAVE JURISDICTION To OVERIDE

ACCOUNTING POLICY AND AUTHORIZE THESE COSTS TO BE

CLASSIFIED AS A CAPITALIZED START-UP OR ORGANIZATION

COST?

Yes. As has been the common practice under Financial Accounting Standard

Board Policy FAS 71, the Commission can establish different accounting

I
I
I
I
I
I
I
I
I
I
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procedures for various items so long as the procedure establishes a set

methodology and time period for the recovery of the item.

Q- WHAT ARE THE ACTUAL COSTS RELATED TO THE DEVELOPMENT

OF THE ORCOM BILLING SOFTWARE?

Attached as Stephenson Dir. Exh. 3 is an analysis showing the actual costs of this

prob act and other relationships. Page l of the Exhibit shows that the total one-time

costs for this project is $607,723. The amount included in the rate base for the

Tubae water district is $5,617.

Q- ARIZONA-AMERICAN PURCHASE ANY BILLING SYSTEM

ASSETS FROM CITIZENS As PART OF THE ASSET PURCHASE?

DID

No. As page 2 of Stephenson Dir. Exh. 3 shows, the billing system used by

Citizens to bill its water and wastewater customers (the Banner System) was

retained by Citizens. Therefore, as I testified earlier, Arizona-American had to

have its own billing system set up and fully functional at the time the Citizens'

Acquisition closed.

I
I
I
I
I
I
I
I
I
I
I
I
I
I

Q- WHAT Is THE EFFECT ON THE RATE BASES FOR THE ARIZONA

DISTRICTS INCLUDED IN THE COMPANY'S RATE FILING RELATED

TO THE DEVELOPMENT OF THE ORCOM BILLING SOFTWARE?

I
I
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As shown, the net book value of the Banner billing system at the time the Citizens'

Acquisition was completed was $2,620,()54. Of that amount $982,488 was

allocated to the Citizens' water and wastewater systems in Arizona. The

difference between the development costs of the ORCOM system ($607,723) and

the allocated net book value of the Banner system not purchased ($982,488) is

$374,766. Thus, there was a net benefit to the customers in Arizona through the

development of the ORCOM billing system as opposed to purchasing the Banner

billing system from Citizens at the net book value allocated to Arizona. The net
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I
I

effect on the rate base of the Tubae water district is $3,464.

Q. W HY HAVE YOU MADE AN ADJUSTMENT OF $906,531  FOR

CORPORATE COSTS TO TRANSFER VARIOUS ITEMS RELATED TO

THE CITIZENS' ACQUISITION To THE ACQUISITION ADJUSTMENT?
I
I I have made this adjustment for the same reasons that I recommend the transfer of

the one-time start-up costs from expenses. These costs were incurred to complete

the purchase of the Citizens' Assets and to establish books and records for the

Citizens' Assets and systems. The costs are related to title reviews, legal

interpretations of contract clauses, legal representation to transfer existing contracts

and for accounting assistance. These costs were necessary to secure and protect

Arizona-American's legal rights to all the transferred assets and to obtain transfers

of all existing contracts and agreements. These are normal "organizational"

expenses to ensure full and proper title to transferred assets and to set up the books

and records in an appropriate manner.

Q- CAN YOU PLEASE FURTHER DESCRIBE THE ITEMS WHICH YOU

ARE PROPOSING TO RECLASSIFY TO THE ACQUISITION

ADJUSTMENT?

Certainly. The total amount of $906,531 is comprised of charges from two

separate sources: charges incurred by AWW in connection with the purchase, and

charges from our accounting contractor in Arizona (Ronald L. Kozo ran, CPA) to

develop satisfactory records for regulatory purposes. The total of the charges from

AWW is $784,784 and the total of the charges from Mr. Kozo ran is $121,747.

The details of all of these charges is attached hereto as Stephenson Dir. Exh. 4.

This full amount is included in the Acquisition Adjustment.

I
I
I
I
I
I
I
I
I
I
I
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Q, PLEASE EXPLAIN THE JUSTIFICATION FOR REMOVING ALL OF

CITIZENS' MANAGEMENT FEES FROM THE TEST PERIOD
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I

EXPENSES.

I

I

I have removed all of Citizens' management fees from the test period expenses

because these expenses pertain to Citizens' management of the Citizens' Assets in

Arizona, not expenses that will be incurred under the ownership and management

of Arizona-American. These expenses must be removed and replaced by current

annualizations of Service Company charges to Arizona-American in order to

provide an accurate presentation of known and measureable expenses that are

occurring now and will occur on a going-forward basis in the future.I Q- HOW DID YOU DETERMINE WHICH EXPENSES To REMOVE

RELATED TO CITIZENS' MANAGEMENT AND WHICH EXPENSES

RELATED TO THE SERVICE COMPANY TO INCLUDE?

I

I
I
I
I

I
I
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The explanation of the procedure to detennine what expenses were removed will

be discussed by Mr. Tom Bourassa in his direct testimony. I have annualized the

amount of expense to be included in the pro forma test period based on actual

recorded costs from April through July 2002. Attached as Stephenson Dir. Exh. 5

is a spreadsheet showing the recorded costs from January through the end of July. I

have not included the months of January through March in my annualization

because these months were either not full months due to the finalization of the

acquisition (January) or the months were not accurately reflect nonna cost

allocations from the Service Company (February and March). Viewing Exhibit 5,

it is obvious that January and February have very low recorded expenses in

comparison to the other months. The month of March is more in line with future

months, but is still questionable due in part to the obvious omission of a credit for

the call center amortization (this amortization relates only to the Paradise Valley

system). Furthermore, March is a quarter-ending month, and as such expenses in

that month tend to contain more quarterly adjustments, thereby causing distortion
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I

of the annualization without including the other months of the quilter.

Q- WHAT Is THE AVERAGE MONTHLY CHARGE FOR THE SERVICE

COMPANY FOR THE MONTHS OF APRIL THROUGH JULY 2002?

I

As shown on Stephenson Dir. Exh. 5, the average monthly amount of Service

Company charges for  the per iod Apr i l  through July 2002 is $429,476.

Annualizing this amount yields a total of $5,153,711 for 2002.

Q- DID YOU SPREAD THE ANNUALIZED TOTAL TO EACH OF THE

SYSTEMS IN ARIZONA?

Yes, I spread the annualized expense to each of the systems on a four-factor basis.

The four-factor analysis considers many factors all of which produce the benefits

Arizona-American receives from the Service Company. The four-factor

spreadsheet is attached hereto as Stephenson Dir. Exh. 6. The allocation to the

Tubac water district is $38,653, based on the four-factor allocation methodology.

Q- PLEASE EXPLAIN YOUR ESTIMATE OF RATE CASE COSTS

INCLUDED IN THE COMPANY'S RATE FILING.I

I

I
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The estimate of rate case expense has been developed with estimates provided by

all outside consultants and costs estimated for in-house items. Attached as

Stephenson Dir. Exh. 7 is an estimate of the rate case costs necessary to prosecute

these applications. The total estimated costs of consultants and legal counsel is

$608,000. This amount is comprised of $275,000 for onside accounting and rate

assistance, $51,000 for the outside rate of return consultant and $282,000 for legal

counsel. The total estimate of in-house costs is $98,000 and is comprised of

$18,000 for employee expenses and $80,000 for expenses related to mailings,

notices, printing and supplies. I have allocated the total estimated rate case costs to

each system based on adjusted test period revenues and have spread those totals

over a three-year recovery period. The total amount allocated to the Tubae water
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I

distinct is $5,039.

Q. ARE THE ESTIMATED COSTS TO PROSECUTE THE RATE FILINGS

CONSISTENT WITH PRIOR COSTS INCURRED TO PROSECUTE RATE

APPLICATIONS IN ARIZONA?

I Yes, in fact the estimated cost to prosecute this case is lower on a per customer

basis than the amount the Commission has previously allowed for the Paradise

Valley water district in its past two rate cases. The average rate case cost per

customer in the last two Paradise Valley rate proceedings was approximately

$13.25. In these applications we have estimated the rate case cost per customer to

be approximately $6.50 per customer, or only $2.17 per customer annually.

Q- WHAT ARE THE ADJUSTED DIRECT CHARGES COMPRISED OF?

The direct charges are comprised mostly of employee benefits, customer

accounting charges (bill forms, postage, inserts, collection agency fees, etc.),

insurance fees, dues and memberships, employee travel and directors and trustee

fees. Attached as Stephenson Dir. Exh. 8 is an itemization of the charges.

Q- HOW DID YOU ESTIMATE THE ANNUAL COSTS FOR THESE ITEMS?

I based the annualized cost for these items on the actual recorded costs for March

through July of 2002.

Q- WHAT Is THE TOTAL OF THE ANNUALIZED DIRECT CHARGES AND

HOW WERE THEY ALLOCATED TO VARIOUS TEST PERIOD

EXPENSE CATAGORIES?

The annual total for these direct expenses is $3,l61,915. The charges were related

to four different expense categories: salary and wages ($1,586,293), miscellaneous

expenses ($23,058), general office expenses ($1,293,829) and insurance fees

($258,736).
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26 Q, HOW WERE THESE DIRECT CHARGES ALLOCATED To EACH OF
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THE ARIZONA-AMERICAN SYSTEMS?

These charges were allocated to each of the systems based on four different

factors. The system charges for salaries and wages were allocated to each system

based on expensed test period salaries, the allocation of miscellaneous expense

was spread to each system based on customer count and pro forma plant, the

allocation of general office expense was allocated to each system based on

customer count, pro forma plant and adjusted test period rate base, and the

allocation of insurance fees to each of the sysetms was based on adjusted test

period rate base.

Q_ WHY DID YOU USE THE MARCH THROUGH JULY TIME PERIOD?

IAs stated earlier, chose the time period that best represents the normalized

expenditures. I had to eliminate January and February from consideration due to

the fact that Arizona-American did not own the Citizens' Assets until January 15,

2002, and February 2002 was the first full month of operation by Arizona-

American and not all charges were recorded properly.

Q. YOU REMOVE ALL OF THE RECORDED TEST PERIOD

EXPENSES RELATED To THESE SYSTEM SPECIFIC ALLOCATIONS?

DID

Yes, all of the test period expenses for these items were removed from the test

period along with the Citizens' management fees.

Q. WHAT WAS THE AMOUNT ALLOCATED TO EACH OF THE EXPENSE

CATAGORIES FOR THE TUBAC WATER DISTRICT?

The allocations to each of the expense categories for the Tubac water district is :

$18,026, for salaries and wages, $221 for miscellaneous, §B11,446, for general

office, and $2,867 for insurance.
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26 Q.

CAPITAL STRUCTURE AND COST OF DEBT

WHAT is THE CAPITAL STRUCTURE THAT ARIZONA-AMERICAN
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I
PROPOSES TO UTILIZE IN THESE APPLICATIONS?

The Company proposes a capital structure comprised of 60 percent debt and 40

percent equity.

Q~ HOW WAS THIS CAPITAL STRUCTURE DETERMINED?

It was determined based on the actual financing of the acquisition of the Citizens'

Assets by Arizona-American. At the very top of the first page of Stephenson Dir.

Exh. 1 is the entry to record the purchase of the Citizens' Assets by Arizona-

American. This entry shows Common Stock in the amount of $110,888,158 (40

percent), Bonds -. Inside of $154,948,119 (56 percent) and Bonds - Outside of

$10,635,000 (4 percent). These are the actual amounts for each of these

components as recorded on the books of Arizona-American at the time of purchase

of the Citizens' Assets. AWW strives to have its subsidiaries maintain the most

efficient capital structure. Typically, the most efficient capital structure for AWW
utility subsidiaries is comprised of approximately 60 percent debt. AWW has

maintained its high debt rating (A-) and secured very efficient rates for bonds and

notes by maintaining a 60 percent debt component in the capital structure. The

greater the leverage of the capital structure while still maintaining a high bond

rating, the lower the cost of capital to the Company and its customers.

Q- PLEASE EXPLAIN THE DIFFERENCE BETWEEN "BONDS-INSIDE"

AND "BONDS-OUTSIDE."
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The "Bonds-Inside" comprise the debt financing provided by American Water

Works Capital Corp. ("AWCC") in the form of a short-term note. This is a five-

year unsecured note with an interest rate of 4.92%. The "Bonds-Outside" is debt

financing reflecting the assumption of Citizens' industrial development revenue

bonds I mentioned previously, which have an interest rate of 7.30%.
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I
Q-

ACQUISITION ADJUSTMENT

EARLIER, YOU DISCUSSED THE ACQUISTION. HOW  W ILL

ARIZONA-AMERICAN ACCOUNT FOR THE DIFFERENCE BETWEEN

THE PURCHASE PRICE AND THE ACQUIRED ASSET BALANCE FOR

REGULATORY PURPOSES?I
The difference will be recorded as an Acquisition Adjustment in accordance with

the NARUC Uniform System of Accounts.

Q- WHAT Is THE AMORTIZATICN PERIOD THAT ARIZONA-AMERICAN

PROPOSES To USE?

FoIIty years.

Q- WHAT METHOD OF AMORTIZATION is ARIZONA-AMERICAN

PROPOSING TO USE?

Arizona-American proposes to follow a mortgage amortization method, which

incorporates the same amortization principle as home mortgages. Under this

method, Arizona-American would recover only a small portion of the Acquisition

Adjustment in the initial years and recover increasingly greater amounts in the

later years. The annual amortization increases each year. The proposed

amortization of the Acquisition Adjustment balance is attached hereto as

Stephenson Dir. Exh. 9. The amount of the amortization included in the cost of

service for the Tubac water district in these applications is $1,100, based on

amortization of the Acquisition Adjustment in 2003, as shown on Exhibit 9.

Q. WHAT Is THE NORMAL METHOD OF RECOVERY FOR UTILITY

ASSETS?

The normal method, known as a straight-line method of recovery, involves equal

or level recovery in each year of the asset's life.
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26 Q- WHY ARE YOU PROPOSING THE MURTGAGE METHOD RATHER
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THAN THE STRAIGHT-LINE METHOD?

Although there are several reasons for this proposal, there is one significant

reason: the mortgage method provides a much better matching of the recovery of

the acquisition adjustment to the benefits the customers will receive as a result of

this transaction.

I
I
I

Q- DOES USING THE MORTGAGE AMORTIZATION METHOD BETTER

ILLUSTRATE THE CUSTOMER BENEFITS OF THIS TRANSACTION?

I

Yes. As stated previously, the savings generated from this transaction will grow as

time passes. Allocating the recovery of the Acquisition Adjustment on an

increasing basis over the recovery period, instead of leveling the recovery of the

Acquisition Adjustment as is nonna under the straight-line method of recovery,

provides a superior opportunity for all current and future ratepayers to realize the

benefits of the transaction.

Q. ARE THERE ANY OTHER FACTORS THAT SUPPORT YOUR

SELECTION OF THIS METHODOLOGY?

Yes. The effects of inflation should also be considered. If a straight-line

amortization method is used, the highest net-present value amounts are charged

initially, and lower amounts are charged toward the end of the amortization. Given

the effects of inflation, the differential between initial and final charges are

substantial in terns of constant dollars. The mortgage-style amortization works

with the effects of inflation to create a more level, constant dollar charge.

I
I
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Q- WHAT SHOULD THE COMMISSION AUTHORIZE IN THIS

PROCEEDING WITH RESPECT TO AN ACQUISITION ADJUSTMENT?

Arizona-American requests that the Commission authorize a 40-year amortization

period and use of a mortgage amortization method, with the recovery of the

acquisition adjustment as a component of the cost of service, as discussed
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1

2

previously.

I
I

VII. DISCUSSION
DECISION

OF THE REQUIREMENTS OF THE ACQUISITION

Q- HAVE YOU ADDRESSED COMPLIANCE WITH ALL OF THE

COMMISSION'S DIRECTIVES IN THE ACQUISITION DECISION?

I
I
I
I
I

No. I have only covered the requested treatment of the Acquisition Adjustment.

The Acquisition Decision also calls for the determination of the clear, quantifiable

and substantial net benefits for ratepayers resulting from the purchase of the

Citizens' Assets by Arizona~American, and the determination of the ratemaking

treatment of deferred taxes, excess deferred taxes and investment tax credits that

were on the books and records of Citizens at the time of the closing of the purchase

transaction, yet were not transferred to Arizona-American. I t  i s  m y

recommendation to delay the demonstration of the clear, quantifiable and

substantial net benefits for ratepayers resulting from the purchase of the Citizens'

Assets by Arizona-American until a later date, after which time Arizona-American

will have greater operating experience and be better able to demonstrate the

tremendous net ratepayer benefits that result from this transaction. However, by

recommending this delay, Arizona-American does not waive its right to, at some

point in time in the future, request recovery of and on the Acquisition Adjustment,

if it so desires to do so. It is my recommendation is that the deferred taxes, excess

deferred taxes and the investment tax credit not be considered for any ratemaking

purpose.

Q- WHAT Is THE BASIS FOR THIS RECOMMENDATION As IT RELATES

To THE DEFERRED TAXES, EXCESS DEFERRED TAXES AND THE

INVESTMENT TAX CREDIT?
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26 A. All of these items were established on the books and records of Citizens due to
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I
I
I
I

I
I
I
I

I

timing differences between book and tax recognition of an allowance to record the

event causing the tax difference in the income stream. For deferred taxes, it is the

tax effect of the difference between depreciation methods of assets for book and

tax purposes. For tax purposes, many assets were once allowed to be depreciated

at an accelerated rate, meaning that the assets were depreciated at a higher early

period rate, and over a shorter time period, than for book purposes. For investment

tax credits, in the past the Internal Revenue Code allowed a percentage tax

deduction for the investment in various assets. The investment tax credit was

never considered for book purposes.

In short, these are taxes and credits that belong to Citizens, not Arizona-

American. Arizona-American purchased the water and wastewater assets of

Citizens in Arizona, it did not assume any of the liabilities, except for the one

series of industrial development revenue bonds. The deferred taxes and

investment tax credits will be reconciled from the books and records of Citizens

when Citizens files its 2002 tax return and applies these items against the gain or

loss realize upon the sale of the water and wastewater assets to Arizona-American.

Q-

I
WHAT WERE THE BALANCES OF THE DEFERRED TAXES AND

INVESTMENT TAX CREDITS ON THE BOOKS AND RECORDS OF

CITIZENS AT THE TIME OF CLOSING OF THE ASSET PURCHASE BY

Aww OF THE ARIZONA ASSETS?I
|
I

Stephenson Dir. Exh. 10 is a copy of the.Arizona Property Detail supplied by

Citizens at the time of closing. This Exhibit shows that the balance for the

deferred taxes was $4,674,819 and the balance of the investment tax credits was

$1,910,600 There were no excess deferred taxes shown on the books and records

of Citizens for Arizona at the time of closing.
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I
I
I

DEFERRED TAXES ON THE BOOKS OF CITIZENS FOR ARIZONA AT

THE TIME OF CLOSING SHOULD NOT BE CONSIDERED FOR

RATEMAKING.I
I
I
I
I

I
I

I
I
I
I
I
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Deferred taxes that were on the books and records of Citizens at the time of

closing are not an item that should be considered as a "carryover" item in an asset

purchase agreement. Deferred taxes result from items being treated differently for

tax and book purposes. These differences are primarily created by Citizens' ability

to delay actual tax payments due to accelerated asset value depreciation or

amortization for tax purposes over the straight-line depreciation or amortization

used for book and regulatory purposes. These tax-differences are recorded as

deferred taxes. These deferred taxes will be taken into consideration when

calculating a tax gain or loss as a result of the sale of the Citizens' Assets. Upon

the sale of such assets, these deferred taxes will be paid and the deferred tax

balances zeroed out.

When deferred taxes have been allowed as a component of cost of service

in utility ratemaking, their accumulated balance (ADIT) is typically deducted from

rate base as a source of non-investor capital. This is because deferred taxes are

collected in rates prior to the time they must be remitted to the respective taxing

authorities. In the interim, they represent a source of funds available to the utility

for plant investment or other corporate purposes. During that period it is entirely

appropriate to deduct the ADIT from rate base. When the tax liabilities underlying

previously deferred taxes are paid, however, the related ADIT balances are

eliminated and the rate base deductions are no longer available.

With respect to Citizens' ADIT existing at the time the sale of its water and

wastewater assets to AWW, the related income taxes will become due. At that

time, the ADIT's will be paid and there will be no balance available to deduct from
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I
I
I

rate base. On-going compensation to customers is not warranted. When non-

investor funds have been satisfied they no longer exist, and no further rate base

deduction is appropriate. ADIT's may be viewed as a temporary loan to the utility

by the taxing authority. By deferring the date upon which taxes are ultimately

paid, a source of funds is created. Once the "loan" is repaid, the source of funds

ceases to exist. There is no entitlement inuring to the utility's customers, since

they pay taxes applicable to the utility service they receive.I
I
I

Q- WHAT is THE EFFECT ON ARIZONA-AMERICAN IF THE

COMMISSION ELECTED TO USE CITIZENS' RECORDED DEFERRED

TAXES IN FUTURE RATEMAKING.

I

The Internal Revenue Service has, on a number of occasions, declared that any

deferred income tax reserves or unauthorized income tax credits relating to assets

that have been sold, transferred, or removed from regulation may not continue to

be considered in the subsequent ratemaking determinations. To attempt to do

otherwise will result in the utility losing the ability to take accelerated depreciation

on its Federal income tax return.

Q, PLEASE EXPLAIN FURTHER WHY YOU BELIEVE THE INVESTMENT

TAX CREDITS THAT WERE ON THE BOOKS AND RECORDS OF

CITIZENS AT THE TIME THE PURCHASE WAS COMPLETED BY

ARIZONA-AMERICAN SHOULD NOT BE CONSIDERED FOR

RATEMAKING.

I
I
I
I
I

1

2

3

4

5

6

7

8

9

10

11 A .

12

13

14

15

16

17

18

19

20

21

22 A.

23

24

25

26

The reasons are exactly the same as for deferred taxes. The investment tax credits

will be considered in calculating Citizens' gain or loss as a result of the sale of the

assets, and therefore will be eliminated. The investment tax credits were a

"temporary" source of non-investor funds, once appropriately deducted from rate

base, but now that they have been "paid", they are no available as a rate base

l
I
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I

deduction.

ratemaking.

This deduction no longer exists and as such cannot be used for

Q- DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

Yes it does.

I
I
I
I

I
I
I

1

2

3

4 A .

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

l
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a

i!.
l

7 5

Mr. Norman D. James. FENNEMORE circ, oh
belial.fofArizona-Amegican Water Company, . .

q
J I

a

;
i

Mr. Daniel W. Pozefsky, Staff Attorney,-on behalf
of Residential Utility Consumer Office,

4
Mr.'Bill Meek on behalf of-the Arizona Utility
Investors Association, and5 l

6

7

Ms.Teena Wolfe; Staff Attorney, Legal Division,
on behalf of the Utilities Division of the Arizona
Corporation Commission.

1

8
i

8_BY THE CCMMISSION:
!

9
On March 24. 2000, Citizens Utilities Company, now known as CitizeNs

10
F e

l l Sou Calv Water Company. Sun City Sewer Company, Sun City \Vesi.Utilities
ii

I
I N

14

15

I
e
?

16

17 . . . 6. . ., . . . .Certificates of Convenlence and Necessity ( 'Certificates' ) held by Cozens to Arizona-Amerncan.

!Communications Company,_ together with its Agua Fria Water Division, Mohave Water

i Division.

%Company, Citizens Water 'Services Company ofArizo.na. Citizens Water Resourcés'COmpany of

Arizona, Havasu Water Company and Tubae Valley Water Corripany collectiveiy "Citizens"),

l and Arizona-American Water Company ("Arizona-American") filed with the Arizona COrporation

'Commission ("Comm.ission") a Joint Application to Transfer Assets and Related Approvals

i("Application") of Citizens' water and wastewater utility assets in Arizona including Citizens'

18 On May 17, 2000 and on June 1, 2000, the Residential Utility Consumer ;Office

19
8 ("RUCO") and the Arizona Utility Investors Association ("AUlA") filed applications for leave to

On May 30, 2000, by Procedural Order, a hearing was scheduled on the above-captioned
a

l

a

5
a

Citizens and Arizona-American caused public notice of the
\

2 0 E » . - . - s§ intervene. Subsequently. lnterventxon was granted to RUCO and to AUlA.°

21 i

22 matter for September€'7, 2000.

»

»

y
€__

000l9"O&O oEclslon no. 4 j 5 8 4

7 °  ! . . . . . . .
J I Applrcatton and hearing thereon xo be published nn various newspapers throughout Arizona. in

24
; z On April IO, 7000, Mr. Marvin Lustiger Glen an application to intervene in the above-captioned matter.

25 However, by subsequent filing, Mr. Lustiger clarified that he was only interested in electric or telephone
E service in Mohave County, and therefore, Mr. Lusti2er's request to intervene was deemed to have been

26 s withdrawn.
l
|
I
!
il
I

2.
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i
i
i
i

l
|

2
\ :

* :_).

s addition. Citizens noticed all its customers of. the Application by means of a written bill insert.-

On September 14,.2000, a.formal piJhlic.comh1ent-session Waslield in Sun City...

. On SepteMber 26, 2000, the Commission's Utilities' Division ("Staff")-filed a Settlement

4 Agreement ('°Agreement") marked Exhibit-A which is incorporated by reference and attached

hereto.5
!

6 ! On September 27, 2000, a full public hearing look place at the offices of the Commission

7 in Phoenix. Arizona. Citizens. Arizona~American, RUCO. AUIA and Staff were presenfwith

8 counsel. Following the presentation of evidence.ICitizens and RUCO Submitted written briefs on

the issue of whether Citizens should be required to pay a portion of the gain resulting from the9

t

The matter was then taken under advisement

1 I

I 2

10 E sale of its ulil i lv assets to Citizens' customers.

i pending submnssxon of a recommended Opnnlon and Order ro the Commxsslon.
3 .
I
I DISCUSSION

13 4

I . .
i Paroles to the Transaction
x ,

14  !

1
Citizens, through its various divisions and subsidiaries, provides water, wastewater,

15

r

ielectrtc, natural gas and [€l€coH1l'T\Ll\'\lczlllol1s S€ f\'lc€s to approximately LB mllhon customers in

I . . . . .16 322 states. lncludlnq in excess of 100,000 customers in Arizona.
i Citizens' current business

17 strategy is to focus on the provision of telecommunications services and the expansion of those

18
i
operations through the acquisition of wire centers and access lines from other providers,

19 primarily in rural areas, .as was the case in the recently approved transfer Qr rural wire centers by

20 : Qwest Corporation to Citizens Utilities Rural Comparing, inc.

21 In connection withlthis.~business strategy, Citizens intends to sell its ,water, wastewater,

22 electric, and natural gas utilities and to apply the proceeds to finance acquisitions and otherg?I
f.

'23

24
r

25 The Commission granted Arizona-American a Certificate of Convenience and Necessity
=gI
L .

26

0001920&O Decision no. 6 3  ( Y 44
-3

'business activities in the telecommunications area. In April 2000, Citizens also announced the
i -

| _ _ . . ,  _ . _
1 sale owns Louisiana natural gas operations for $979 million.
l
E

1 to provide water service to approximately 4.600 customers in portions of the Town at Paradise

i
i
l
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l
I
I

I
i
I

2

E Valley, the City of Scottsdale and certain unincorporated portions of Maricopa Counly..Arizona-

!_American is a.w.holly owned subsidiary of American Water.\Vorks Company, .inc. ("AW\V")

1
J

which is.the largest prh.'ately-dwned water utility system in the United State$,- providing"water,

4 5 wastewater and other water resource management services xo approximately 3 million customers
4

i

5 in 23 states, and with a reported consolidated net plant of$5.I billion and operating revenues of

6 51.26 billion. A\VW's December 31, 1999, balance sheet reflected a capital structure of 58.4

7 . percent long-term debt, 2.3 percent preferred stock and 39.3 percent common equity.

8 i In 1999, AWW's subsidiaries invested $467 nlillion'in improving and upgrading their

According to AWW witnesses. AWW's acquisition policy~is motivated,

lo replace or upgrade aged infrastructure to maintain high quality

9 i facilities, and for the past several~years, AWW has made similar expenditures averaging nearly

10 iS400 million per year.

ll g, least in part. by anticipated capital expenditures resulting from new regulatory requirements

12 !and programs and the need

13 iseryice.

14 obtain economies of scale and to strengthen their financial capability by expanding their

15 customer base.

With the additional water' and wastewater systems,:AWW` and its subsidiaries hope to

3
i

16 3The Transaction
i

17 On October 15. 1999, Citizens, Arizona~American and Awe entered into an agreement

18 under which Arizona-American is to acquire the water and wastewater assets and the Certificates

19 held by Citizens in Arizona ("the Acquired Assets") for approximately $231 million, subject to. .

20 adjustment at the time of closings The purchase price will be increased. based 6n.utili!.y. plant

2 I added .by Citize.n5 a.ft<';rJune 30,.1999, and will. be.reduced based on plant reti.re.ments ocgurtmg

4>
Is 22 - after such date. The Acquired Assets include all utility plant, properly and interests relating to

23 Citizens' water and wastewater operations in Arizona, with certain exceptions, including assets

24 commonly used by Citizens in connection with other utility operations, cash and cash

25 equivalents, and assets related to benefit plans. Citizens will also retain certain liabilities,
i
i

E
I
*L ......

26 E including obligations-for taxes payable, obligations relative to employee compensation and

00019'0810 DECISION NO. 43584
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I
|

I Qbenefits; and refunds of certain advances in aid of construction. Arizona-.American will assume

2 and be "liable. for all cbntracls a`nd permits assigned al closing, certain Industrial Development

'\
_) Revenue Bonds ("IDRBs"), and unperformed obligations.

4
Arizona-Americah will finance the purchase of the Acquired Assets by a combination if

5 Ede bl and equity. AWW has recently formed a new subsidiary, American Water Capital

6 'Corporation ("AWCC"), that wil l  prov ide loans and other f inancial serv ices to AWW

7 Q subsidiaries. Initially. Arizona-American will borrow funds from AWCC on a short-term basis;

8

9

10

=and receive addit ional funds in the form of common equity direct ly from AWW.. W ithin 12
i
g months, the short~term debt will be convened to ion¢z~term debt with a planned capital structure

l which will contain 55 to 60 percent debt and 45 to 40 percent common equity, including

the Cilizens` IDRBs Thai will be

l a

!Arizona-Americanls existing debt and equity capital and
|
4
e

13.

lassume.wd.'

The Position ofstdff aNd the Stziff Settlement Agreement
I

I
14 Staff generally supported the application, and recommended that the transfer of the

.

15 a Acquired Assets to Arizona-American be approved. subject to several conditions.
I

16 1

17 E treatment of an acquisition adjustment, deferred taxes, excess deferred taxes, and investment tax

First, Staff recommended that the Commission defer any decision on the ratemaking

IN credits until a future rate proceeding.

19 . »

4

20

Second, Staff recommended that the decision xo allow recovery of ant~~acquisitiOn

_adjustment be based on Arizona=Arnerican's ability to demonstrate that clear, quaiitifialfile and

21 substantial net benefits have been reallied by ratepayers,` Which would not have been realized

22 a had the transaction not occurred.
q

23 Third, Staff recommended that Arizona-American should be ordered to fi le, 13 months

24
i
:

25

26

DECISION NO. 6 3 5 8 6 4

i 3 Arizona-American has filed an application for authority to issue short-term and long-term debt in
iconncction with financing the purchase of the Acquired Assets. which is pending in Docket No. W-
Q0 l303 A-00-0929.
I _

I . .
i 0001920&0
I

I
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I

1 e after the closing of the. transaction, a report comparing. the number of complaints received By the

9. Commission prior to and. aft¢.r §h,e.\ransaction.'. The reporishquld Prbvidé an explanation of any

'\
J significant changes in the number and importance if the complaints. -Staff .would then review

4 3 this report acid, if necessary, make a recommendationlo the Commission of any further action to

5 be taken.
lI

6 4 Fourth, Staff recommended that an imputation of the benefits related to advances in aid

7 :of construction ("AIAC") and contributions in aid of construction ("ClAC") received by

8 €Arizona-AMerican be made in subsequent rate proceedings for each former Citizens' systerh.

9 ;The purpose of the imputation would be to recognize those portions of the Acquired ASsets that

10 !.were Gnanced by AIAC and CIAC which Arizona-American will not be assuming. Stqft" also

12

I .
11 g recommended that imputed AIAC be amortized over a period of 10 years, while imputed ClAC

: would be amortized below the line in the same manner as would have otherwise occurred.

1 3  | thatFifth, StatT recommended Arizona-American. be required. to seek Commission

14 Qapproval of any amendments to, or transfers of agreements relating to the purchase of water,

Finally. Staff recommended that the Commission order Arizona-American to charge

15 E such as Citizens' Central Arizona Project ("CAP") water subcontracts.

16
17 ratepayers for services based on the rates, charges, and service tariffs in effect at the time of

I

Enclosing in each Citizens service territory, until such time as Arizona-American files general rate18

19 8 proceedings for each service territory.

2 6  . in its rebuttal filing, Arizona-American indicated that it would stipulate rd the conditions

2I recommended by Staff, including'the déferrai of a decision concerning the .l*eco8nitioln of an

22 acquisition adjustment and the conditions under which an acquisition adjustment would be

23 recognized, and Would adopt and utilize the rates and charges for service, and all other service

_ .24 - tariffs currently in effect in each of the affected Citizens service territories. However, Arizona-

25 ; American disagreed with imputing Citizens' AIAC and CIAC to Arizona-Amencan.
ml

| \ 26
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2

I :
i
i all areas; o`f disagreement rekntihg xo .the terms and conditions underlwhich lhe.Acquiréd Asséis

Subsequently, Staff and Arizona~American entered into the .Agreer¢nl, which fesblvéd

. 1
_) ; would be trahsferréd to Arizona-American.

;
4 Pursuant to the terms of the Agreement, Citizens' AIAC and CIAC will be imputed to

5 Arizona-American for ratemaking purposes. This adjustment will reduce tale base. The amount .

6 of the AIAC and CIAC to be imputed xo Arizona-American. for ratemaking purposes will be

7 based on the actual balances shown on Citizens` regulatory books as of the dale of the translkr of

8 an amount equal tO 5 percent of Citizens' AIACthe Acquired Assets, adjusted as follows:

9 balance at the time of the transfer will be reclassified as CIAC and added to the CIAC balance,
l
land the same amount will be deducted from Citizens' AIAC balance. The adjusted amount of

12 amortization period beginning on the day which the transfer takes place. The

10 I

ll !AlAC will be amortized below the line (i.e., no impact on expenses) over a period of 6.5 years,

with the . on

\3 adjusted amount <>r ClAC will be amortized above the line .(i.e., as .a. reduction to depreciation

14 expense that would otherwise be recoverable in rates) over a period of 10 years,.'with the

15 'amortization period beginning on the day on which the transfer takes place. The imputation of

lArAc and ClAC to Arizona-American is solely for ratemaking purposes, and not for financial16

17 accounting or any other purpose.

18 in addition to agreeing to the imputation of AIAC and CIAC, Arizona-American agreed_

19 that the Commission may adopt Staffs remaining conditions concerning the sale-and transfer of

Staff and Arizona-American also agreed that Arizona-Americans-request .20 the Acquired Assets.

21 afonari amounting order to establish the amortization method for any acquisition adjustment

22 ; resulting from the transaction should be deferred until a future rate case.
I
|

a

x

x

3

i

23 Based on these agreements by Arizona~American, Staff is recommending that the

24 _ Commission should approve the transfer of the Acquired Assets to Arizona-American and should
l _

I
!
i

r
8
1

25 : not impose any additional terms. conciilions or requirements on Arizona-American.

26 i

i
!
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9 Gan acquisition adjustment should be deferred until a future ratecase, RUCO argued. that the gain

10 resulting from the sale of the Acquired Assets received by Citizens, Le.. the difference between

l l the net book Arizona-

12 American, should be shared equally between Citizens stockholders and the ratepayers-.

2

q
J

4 the approval of the Agreement and to the lransac\ion generally, as discussed below.

I

L~

5

14

6

15

16

7

8 ;possibly, in the future. impact on ratepayers. While RUCO did not disagree that consideration of

I|
i
|

i
|I\
s!
i

ibelievine that itsterms are reasonable--and in 'the public- interest.

a

: Position of RUCO

I . v . .

'further argued that the Commlsslon should

support for the Agreement/ However. the remaining party to the pro£:eeding,RUCO, objects to

lacquxsmon adjustment should be allowed in a future rate proccedmg.

:=<> make

and should not be approved unless it is restructured.

During the hearing, Staffard Arizona-American voiced their support of the Agreement,

RUCO maintains the proposed transaction believing mhafir is not in the public interest

this transaction in the public interest, among, other things, the transaction should be

value of the Acquired Assets and

adopt n 'set of criteria to determine what, if any,

the purchase price being paid by

RUCO argued that the transaction could

DOCKET NO. \V-01032A»00-0192 ET AL.

AUlA also expressed ifs

RUCO also suggested that

RUCO

17

contingent upon Arizona-American's Board of Director's approving a letter pledging to invest ho

less than 15 percent of the purchase price in acquisitions and capital improvements of "resources

18 stressed" water and/or wastewater utilities in Arizona no later than 72 months after the date the

Commission authorizes the transaction.19
I

20 Analvsis of Disposition of Gain Issue . 1

21 'RUCO contented that fundamental principles of faiiness support sharing the gain in this i

22 case..RUCO maintained that ratepayers have shared in the risk associated with the operation of
I
I
•
|'13 8 the utility assets and that it necessarily follows that ratepayers should share in the gain realized

24 s from the sale of those assets, According to RUCO, this risk sharing results from the accounting

I

I

*~
25 treatment provided in the National 'Association of Regulatorv Util ity Commissioners

26 3(=~nARur;") Uniform System of Accounts when an asset is retired prematurely, Le., beibre a

E
000 I9ZO&O DECISION NO. .é 358%

I
I
I
I
I
I

!

I
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futility fully recovers .its original cosl.via depreciation: RUCO also stated that prior Commission

decisions supporrgain sharing. . .  \

q
.>

in response, Citltzen$ argued that ratepayers have ass.urhed no risk'in cdrinection with the

4 Investors have provided the

5 Therefore. the

6

7

8

9

10

'operation of Citizens' water and wastewater-utility 'business.

futility's capital and bear the financial risks associated with its operations.

'investors should be entitled to receive any gain resulting i`rom the transaction. As to prior

Commission decisions, Citizens cited three analogous cases involving a sale of an entire line al'

futility business in which the Commission did !83 order gain sharing.' Citizens also cited'

Decision No. 60167 (April 17, I 997) in which a utilityl.s natural gas business wassold at aloss.

I in that case, the Commission did not order the customers to share in the loss.'

1 l This proceeding is similar to the three cases cited earlier by Citizens since it is selling its

IN J

r

13

14

IN n
16

entire business and will have no further water and wastewater operations in Arizona. The

Commission has. never required gain sharing under these circumStances in the Contel of the

I West matter, in which Citizens was authorized to acquire all of Contel's telephone properties in

Arizona, Staff urger that the gain resulting from the sale be shared equally with ratepayers.

l However, the Commission rejected gain sharing in that case.

f
17 We also do nor believe that ratepayers bear a substantial risk by virtue of receiving utility

18

19

i service in this case. The particular accounting treatment for depreciable plant Provided under the

lUnifoml System of Accounts aPes not shift risk to customers, but rather prescribes particular

20 r

Zi

22

accounting' adjustments to properly reflect rate base before and after the retirement of a plant

liter. The utility.'s owners i.e.,. its shareholders, ultimately bear the risks associated- .with the'

futility's business. While regulation may reduce those risks relative to most non-regulated

23
1

1
s
\ 24

4
r

E
E

a Ci\izensJSouxhern Union. Decision No. 57647 (December 2, l99l); Cortes/cilizens, Decision No. 5S319,
(October 17, I994); and GTE'Ci1izens_ Decision No. 6"64S (June 13. 2000).

26 i s Ago Improvement Companv/somhwest Gas_ Decision No. hots? (April \7, I 997).

25

0QGl9°'O&O oEcz5lonno. 4  3  5 8 9 '
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1 regulation does not shift that risk to ratepayers; who a.re entitledto receive 'utilityI businesses,

7. i service at rates set by the Commission.

.) Accordingly, we do not Gnd it appropriate under the circumstances in this caseto require

/

4 Citizens to share with ratepayers. any part of the gain it receives from the sale of the Acquired

5 bAssets to Arizona-American. However. this will not preclude the Commission from protectiNg.

6 l tile ratepayers in the future. in any claim for an acquisition adjustment in a future rate case, the

7 Commission can strictly scrutinize the foundation of the claim and determine what amount. if`

8 l any should be approved. . .

9 i Analvsis of Remaining RUCO Recommendations

10 RUCO's other recommendations pertained lo the structure of the transaction and
;

1 1

14

I I RUCO's concern

r

1_
1 12

l RUCOIs concerns that this structure could lead to rate increases in the future.

l primarily relates to the fact that Arizona-American will not be assuming all okl.QCitizens`

. 13

According to RUCO, the structure at" the

15
i
E

l liabilities associated with AtAC and CIAC; whichtotal.ed approximately $80.8 rhillion and $4.7

[4 million, respectively, at December 31, 1999.

transaction will result in the elimination of AlAC and CIAC as reductions from ratebase, which

15 \ will in turn result in an increase in rate base and, eventually, to rate increases.

11 We believe that the Agreement appropriately deals with this issue. Citizens' AIAC and

;
x

* 4.
s

8
1

1.8 . ICIAC will be recognized for ratemakingpurposes by Arizona-American, even though Arizona-

19 American is not assuming those liabilities. By virtue of .this imputation, the"impact of the

20 lstructurc of the transaction will be ameliorated. Based on the evidence .and .the testimony, the

approach utilized in the Agreement is reasonable.. .2 l

22 Further, the evidence indicates that the transaction between Citizens, Arizona-American

occurred alter Citizens had adoptedGs and AWW was the product of arms-length negotiations that

24 its current business strategy of focusing on telecommunications services and divesting itself of

25 its water and wastewater systems, as well as its electric and natural gas systems throughout the1
1

26

0001920840 DECISION NO. 43584
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This is-not a transaction .between affiliated companies. The payment bY ArizQna-I country.
I
I
J

7 . American will constitUte an investment in the Acquinzd Assets.

RUCO also expressed concemlregarding the impact of the transaction On Citizens'_a
.J

4 accumulated deferred income taxes ("ADlTs"), which- totaled approximately $5.2 million as of

8 5 December 31, 1999, and Citizens' investment tax credits ("ITs"), which totaled approximately

6 $2.2 million as of the same date. Under the Agreement, any decision on the'treatment of ADITs

7 and ITs will be deferred until Arizona-American seeks new rates in a future proceeding.

8 Staffs recommendation is appropriate under the circumstances herein.

Next, RUCO questioned the approach proposed by Arizona-American and SlafT, as9

10 adopted in the Agreement, for dealing with the possible future recognition of an acquisition

11 adjustment in rates. RUCO agreed with Arizona-American and Staff that it is appropriate to

r

8
!

I N : defer consideration of any.acquisition adjustment resulting from the transaction .u.nlil a future rate
i . .

order to afford Arizona-American an opportunity to .demonstrate that the13 ;proceeding, in|

IN acquisition has provided a net benet to ratepayers by virtue of improved operating efficiencies,

15 economies of scale and other synergies. However, RUCO's witnesses also contended that the

in connection with any future
16 Commission should adopt a set formula that would be used

17 8 determination of the amount of the 8cqllls\llon adjustment.

18 We have concerns about the adoption of a set, mechanical formula to quantify a future

19

20

acquisition adjustment..We.believe that such a determination should be made at the time all the

facts and circumstances are known. StafFs recommendation concerning the basis on which the

;I

21 Commission will allow tHe-teéoi/ery of an 'acquisition adjustment is reasonable and in the .public

22 interest. Arizona~American is cautioned that the Commission will require Arizona-American to

23

24i~
demonstrate that clear. quantifiable and substantial net benefits to ratepayers have resulted from

the acquisition of_Citizens' systems that would not have been realized had the transaction not

occurred before the Commission will consider recovery of any acquisition adjustment in a future25
i
1 26 . rate proceeding.

DECISION NO.
43584

000l9708:O

-I1~



DOCKET NO. \V-0l032A-00-0.97 ET AL_

._
l RUCO was also Critical of Arizona4AmericanIS failure to assume all of Citizens' lDRBs.

2,

Q
.)

4

5

. is' slated, Arizona American 'will'asSume'certain-lDRBs. Which total approximately .S10.6

iniillion- The lDRBs that will be asSumed constitute lou-cost capital. The average cost of the

lIDRBs that will be assumed by Arizona-American was 355 percent per.annum during 1999.

iRUCO believes that there may be three additional Citizens bond issues, representing low-cost

l capital, that will not be assumed in connection with the transaction. .6

Arizona-American, in its testimony, has acknowledged that other bonds have been issued
I

7

8 lb,- Citizens. The evidence indicates, however. that in contrast to the. IDRBs that will be

9 assumed, the other bonds would require unanimous consent from all bond holders in order to be

10 assumed, which would be administratively dilT\cull, if not impossible, to accomplish witllin the
X

\| 'time frame of the transaction. The additional costs to Arizona-American to replace these low-

18 \ cost lDRBs with alternative forms of financing Was not ascertained. '

We Lind that it would no.t be feasible for Ai'izolna-Americanllo assume the remaining13

14

I 5

bonds and it would not be reasonable to impute these bonds lo Arizona~American's capital

structure. The remaining bonds will continue to be an obligation of Citizens and' will continue to

l be included in Citizens' capital structure in its ongoing telecommunications business.i
l
1

16

Finally, RUCO recommends that authorization of the transaction be made contingent on17

18 Arizona-American pledging to invest not less than 15 percent of the purchase price for the

19 lAcquered Assets, or apprméimately $35 million, in acquisitions and capital. improvements of'

20 l"resource stressed" water and/or wastewater utilities in Arizona. These acquisitions and-capital

21 I improvements would have to be'made within 72 'months from the date on which the CommissiOn
i

1

22 I approves the transaction.

The Commission recognizes that there are small water and wastewater utilities in Arizona

24. that may need technical and financial assistance. Indeed, the Commission has provided such

25 assistance to small water and wastewater utilities through workshops and the development of

26 policies aimed at improving their financial viability. However, it is not reasonable to compel a

0001920820 DEcls1on no. 6  3 5 8 94
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l
I1
In

I
Ii

2

private utility to spend in excess of.$35 million to solve these problems, nor is it clear that the

Commission has the authority to do sO.

'I
J Arizona-Amgrican has indicaiedils.will ingness to Work with the Commission in

4 developing solutions to service problems being experienced by small, troubled utilities. By

5 virtue of acquiring Citizens' systems in Arizona, Arizona-AMerican will be in closer proximity

6 ro a number of  these systems. and the Commission would expect Arizona-American, as

7 é circumstances warrant, no seriously consider acquiring these systems or otherwise provide

4 8 technical or financial assistance. For these reasons. we do not believe it is appropriate to impose

9 such a mandate on Arizona-American.
i

8
i

iI

E
10 1

E
9

* * .* 4- * * * * * *

8 Having considered the entire record herein and being fully advised in the premises, the

FINDINGS OF FACT13

l_ Pursuant to authority granted by the Commission, Citizens provides public water,

2.f
Pursuant to authority by the Commission, Arizona~Americarx. a wholly owned

Z

12 4 Commission Ends, concludes, and orders that:

I

I
14 |

15 | wastewater, electric, natural gas and telecommunications services in various pans of Arizona.

16 I
!

17 :subsidiary of Aww, provides public water
I

service to approximately 4,600 customers in the

18 Town of Paradise Valley, the City of Scottsdale and in certain unincorporated portions of

19 : Maricopa County, Arizona. Arizona-American is presently classified as a Class B yvater utility.

20 3. On March 24, 2000, Citizens and Arizona-American f iled an` Appligatipn
1

21 E requesting approv.aI of the .sale and transfer. of Citizens' water and wastewater. utility assets-in

l 22 Arizona together with the transfer of Citizens' Certificates to Arizona-American.

23
1

4, RUCO and the AUIA were granted intervention in this Docket.

'18 24
llI
I

5. Public notice of the Application and hearing thereon was published in various

| - - - - - - - - - - , . -25 inexvspapers throughout Arlzona within and m the vlcxnltv of Cltnzens and Arizona-Amencan's

86
L

i

8 certificated service areas.

0001910840 DECISION NO. 4 358
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l 6. Customers of Citizens were also notified of .the Application by means of a written 5

2 Ibo insert.

'Q
J 7- Citizens' current business strategy is .  to focus on the provision of

4

5

'telecommunication services and to expand its telecommunications subsidiaries` _operations

I through the acquisition of wire centers and access lines from other providers, primarily in rural

6 areas.

7 8. In the furtherance of this business strategy, Citizens is selling its water,

8 wastewater, electric and natural gas utilities and applying the proceeds to finance .acquisitions

9 land other business activities in the telecommunications industry.

10 9. AW\V and its subsidiaries, including Arizona-American, are thelargest privately-
1

r

l l owned water utility system in the United States. providing water, wastewater and other water
1

12 resource management services to approximately three million customers in 23 states.
!
1

13 10. Awe is Financially sound,-and has the `experience,.expertise and resources .to

14 1 assume and perform Citizens` public service obligations.

15

r

{

. \6
:

17

On October 15, 1999, Citizens, Arizona-American and AWW entered into an

'asset purchase agreement under which Arizona-American will acquire all of the water and

I wastewater utility assets together with the requisite Certificates held by Citizens in Arizona.

18 12. Arizona-American will pay a purchase price of approximately $231 million which

assumptioN of approximately million of existing debt. iii the19 'includes the $10.6 form of-. , ._ .

20 'outstanding IDRBs. The purchase price is subject to adjustment either higher or lower Igased on

21 I plant .additions and retirements occurring after JUre 30, 1999.
a

22 13. Arizona~American will finance the transaction through a combination of debt and

23

I
I-..,,,

24

equity. resulting in Arizona-American having a capital structure at" 55 to 60 percent debt and 45

to 40 percent common equity. This debt to equity ratio is comparable to the capital structures of

25 I most large, publicly-traded water utilities.

26

0001920&0 DECISION NO. 4 353 '  7
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I 14. Staff is recommending that the Application be approved for the sale and transfer

2

3

lot Citizens' water and \.¢%Stevat€r utility assets'including tHe Certificates to ArizohaiAmericén

lsubjgct to the-follqwihg conditions:

4

4 5

that an_v decision on the ratemaking .treatment of an acquisition adjustment.
deferred taxes, excess deferred taxes and investment tax credits be deferred until a
future rate proceeding, . .

6

7

that if recovery of any acquisition adjustment is authorized in the future it should
be based on Arizona-American's ability to demonstrate that clear, quantifiable
and substantial net benefits have been realized by ratepayers in the affected areas,
which would not have been realized had the transaction not occurred,

8

9

10

that Arizona~Arnerican file, 30 days after the first anniversary of the transaction, a
report which compares the number of complaints received by the Commission
under Citizens' ownership and Linder Arizona-American's ownership and provide
an explanation of any siqniticant changes in
complaints received.
recommendation to the Commission of any further action to be taken,

the number and importance of the
Staff should review the data and. if necessary, make a

I

2

i

I
IN

13

14

IN

that an imputation of the benefits related to AIAC and ClAC received by-Arizona-
American should be made in subsequent rate .proceedings for .each former.
Citizens system as recommended by Staff in its direct testimony; .

that Arizona-American shall be required to secure prior Commission approval of
any amendments Io, or transfers of agreements relating to the purchase of water,
such as Citizens' CAP water subcontracts, and

g
4

I
4

16

17

that Arizona-American shall charge ratepayers for services based on the rates,
charges, and service tariffs in effect at the time of closing in each Citizens service
territory, until such time as Arizona-American files general rate proceedings for
each service territory.

18

19 15. On September 26, 2000, Staff filed the Agreement that is marked Exhibit A. The

20 l Agreement resolves all issues relating to the terms and conditions under which the Acquired

.Q l Assets may be sold and transferred to Arizona-American.
r

I

22 16. In the Agreement, Arizona-American acknowledged that it will follow Staffs

23 i recommendations if they are adopted by the Commission.

§
L

24 17. While RUCO did not oppose the treatment of the acquisition adjustment in a

25 \ future rate proceeding, it neither joined in signing the Agreement nor suggested a workable

i
3

\
26
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I
i
I
5

Lr 1 i
2

alterative approach to that agreed upon by Arizona-.American and .Staff in the Agreement in this

instance based on our prior treatment ofsiMilar transactions. .

Q
J 18. Arizona-American is a fit and proper entity to acquire Citizens? utility assets and

1

4 Certificates and xo assume Citizens' public service obligations for the operation of the utility

lg 5 systems in Arizona.

6
I .

7 ' hereto as Exhibit A is in the public interest.

E!5

i
.19. Staff and Arizona-American believe that the approval of the Agreement attached

1

8

I

I I
I
iII

i.
20 Based on our review of the evidence, Staffs recommendations in Findings of Fact

'E
L

12 CONCLUSIONS OF LAW
r
I
!
r

13
a

1. Citizens and Arizona-American are public service corporations within the

§§ 40-281, 40-282 and 40-285-

9 8 No. 14 and the Agreement are reasonable and in the public interest. Therefore, the transfer of

10 Citizens' water and wastewater utility assets and Certificates to Arizona-Americzin should be
i .

l l approved.
l
!

i

i
14 l

'meaning of Article XV of the Arizona Constitution and A.R.S.
15

i 16 11. The Commission has jurisdiction over Citizens and Arizona-American and over

i
17 Q the subject matter of the Application.

18 q
J . Citizens and Arizona-American provided notice of this proceeding in accordance

19
8 with the law.

20
: 4. There is a continuing need for public water and wastewater service.-in.the

.21
a

certificated service areas of Citizens=
22

5. Arizona~American is a tit and proper entity to receive the Certificates of Citizens.

a.

1

»

6. The Application of Citizens and Arizona-American, the Agreement and the

25
I

26

23

24 5

E conditions recommended by Staff in Findings of Fact No. 14 should be approved.

8
4 3584
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n

i
ORDERI

2 IT IS THEREFORE ORDERED that the Joint Application forIApproval }o..Transfer the

'\
J Assets and Car{iHcaies of Conve.nience and Necessity of Citizens Utilities Company, now knowlri

4' ;as Citizens Communications Company, together with its. Agua Fria Water Division, Mohave
9

|;
5 Water Division. Sun City Water Company, Sun City Sewer Company, Sun City West Utilities

6 CoMpany, Citizens Water Services Company of Arizona, City;ens Water Resources Company of

7 7 Arizona, Havasu Water Company and Tubae Valley Water Company, to Arizona-American

4 8 Water Company be. and is hereby. approved.

9 IT IS FURTHER ORDERED that Arizona-American Water Company shall comply with

10 8 lhe terms, conditions and requirements as set forth in the Staff Settlement Agreement, attached

1
I I

4
l

IT IS FURTHER ORDERED that Arizona-American Water Company shall File, within

!
iI

1 hereto as Exhxbtt A. and with Staffs recommendations in Findings of Fact No. 14 hereinabove.
i

12

13 130 days.froin the date on which the acquisition has been. completed, with the Director of the

14 Commission's Utilities Division, appropriate documentation evidencing its acquisition of the
| .

15 Citizens Utilities Company now known as Citizens Communications Company's ArizOna water

i ..
[6 | and wastewater utility assets.

l17 IT IS FURTHER ORDERED that Arizona-American Water Company shall notify its

i o . . . o18 customers of the effective date of the transfer of the utnhty assets and of its assumption of the

19 ob1igau0> to provide water and wastewater utility services at the existing rates by means of an

20

21

insert in its first regular monthly billing or by other appropriate means immediately" following the

date it files- the documentation with the Director of the Utilities -Division.

22 IT IS FURTHER ORDERED that Arizona-American Water Company shall file, within

23 2 15 days of the date it !ilea the documentation with the Director of the Utilities Division, a copy

1

4

I
24 E of the notice it provides its customers.

I _

25 i

!
!I

8 26

E9
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\

I
;
iI

5
|

IT IS FURTHER ORDERED that Arizona-American Water Company shall continue to

2 8 charge the e.xisiing gates and charges of the transferred. utility cpmpénies until further Orde'r by

'l
J i the Commissxoni

4 IT IS FURTHER ORDERED that Arizona~American Water Company shall continue to

5

6

7

file all periodic reports, and comply with all outstanding compliance matters previously required

of Citizens Utilities Company, now known as Citizens Corrimunications CoMpany relative to the

acquired water and Wastewater operations.

8 IT lS FURTHER ORDERED that Citizens Utilities Company shall maintain its books

9 and records for the transferred utility companies for a period off years from the effective date of

\

10

I
_Q this Decision.

!

!
IT IS FURTHER ORDERED.that this Decision shall become effeclivé immédialely.

4 la BY ORDER OF THE ARIZOMA CORPORATION COMMISSION.

13 /

r
I
x

1

CHAIRMAN ?m~mIssIonEt< COMMISSIONER

( /"
17

1 W ITNESS W HEREOF,  I ,  BRIAN c .  McNEIL,
Executive Secretary of the Arizona Corporation
Commission, have hereunto set my hand and caused the

this of;/nf day

I
I
I 18

official seal of the Commission to be affixed at the Capitol,
in then City s bf Phoenix, o f

, 2001
19

14 |
i
315 I
1

l 6 i
!
!
i

i

i
i

20
|

21
K

22

F . 4
_,__ _. 6nE1L ,
EXECUT_l. ESECH 8TARY

4

23
D1ssEnT'

24
l
L

i

i
25 1

2 6  i
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SETTLEMENT AGREEMENT BETWEEN
ARIZONA CORPORATLQN

COMMISSION STAFF AND ARIZONA-
AMERICAN WATER COMPANY

I

~ln THE MATTER OF THE JOINT
APPLICATION OF CITIZENS UTILITIES
COMPANY; AGUA FRIA WATER

;.o;vlslon OF CITIZENS UTILITIES
1 COMPANY; MOHAVE WATER DIVISION
;OF CITIZENS UTILITIES COMPANY; SUN
8 CITY WATER COMPANY; SUN CITy
:sEweR COMPANY, SUN. CITY _WEST
§uTILlTIEs COMPANY; CITIZENS WATER

10 8 SERVICES COMPANY OF ARIZONA;
5 CITIZENS WATER RESOURCES
:COMPANY OF ARIZONA; HAVASU
.̀WATER COMPANY AND TUBAC VALLEY

12 4 WATER COMPANY, INC., FOR
. APPROVAL OF THE TRANSFER.OF THEIR.

18 'WATER AND WASTEWATER-t. UTILITY
!A3SET5 AND THE TRANSFER OF THEIR

14 ICERTIFICATES OF PUBLIC CONVENIENCE
AND NECESSITY To ARIZONA-

15 EAMERICAN WATER COMPANY AND FOR
QCERTAIN RELATED APPROVALS.

Ii 16

17 On March 24, ZOOO, Citizens Utilities Company (now known as Citizens'-

18.
Div is ion, i t s  M o h a v e  W a t e r

19 9I

20

C o m m u n i c a t i o n s  C o m p a n y ) ,  i t s  A g u a  F r i a  W a t e r

D i v i s i o n ,  S u n  C i t y  W a t e r  C o m p a n y ,  S u n  C i t y  S e w e r  C o m p a n y ,  S u n  C i t y  W e s t .

Ut i l i t ies  Company ,  C i t izens  Wate r  Serv ices  Company  o f  Ar izona ,  C i t iz .ens . .Wate r

Resources Compa'ny`of ArizOrla, I-iavasu Water Compa.ny and TuPac Valley Water21
|

Co mp a n y (collectively, "Cit izens") and Ar izona-Amer ican W a te r Cofl"\pa\'\y
22

f i led w i t h Ar izona Corporation Commiss ion
23

24

( "Ar izona-Amer ican") the

( " C o m m i s s i o n " }  a  j o i n t  a p p l i c a t i o n  f o r  t h e  a p p r o v a l  o f  t h e  s a l e  a n d  t r a n s fe r  o f

C i t i z e n s  w a t e r  a n d  w a s t e w a t e r  u t i l i t y  p l a n t ,  p r o p e r t y  a n d  a s s e t s  i n  A r i z o n a ,
25

inc lud ing t r a n s f e r  o f Citizens' cer tif icates o f convenience and necess i ty
l
I
i
r

g
I -.

26

L Fsrwzuons Crulxc
Ana;-ns At L.-

Inauul
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I E -("Certificaies"),.to.Ariz.ona~American pursuant to A.R;S. § 40-285,
I
l

2 i The Coi'hmission's.° Utilities DiVisidh Staff ("Staff°') °ha§ investigated the

application and has recommended that the application be approved by the3

4 - Commission, subject, however, to certain conditions and requirements, which are »

5 set forth in the Direct Testimony of Linda A. Jaress, filed in this docket on August

5 | 14, 2000, at pages 18-19 ("Staff .Recommendations"). Arizona-American has

7 indicated that it is willing to accept the Staff Recommendations, With the exception

8 of the recommendation that Citizens' advances in aid of construction ("AlAC'°) and

9 : contributions in aid of construction ("ClAC'°) be imputed to Arizona-Amgricgn.| . -

10 98Pr-$" €r\ta .
t l Se

Staff and Ari*or1a-Am=>ficer\ have had discussions
§
4

The purpose of this Settlement Agreement is to memorialize the

13

t
E

!

3 of

11 1 concemlng the matters in dispute with respect to the application and have reached

12 go settlement.

'agreement that has been Made.byand arNong Staff and Arizona-AmeriCan, which

14 resolves all areas of disagreement relating to the terms and conditions under which
l

15 iciuzerls' Arizcirua water and wastewater assets and Citizens' CertificateS may be
l

16 itrarnsferred to Arizona~American.
i

17 l AIAC imputation: Amortization. As of 'December 31,1999, Citizens'*

18' ~'AlAc balance was.s8.o,ai 8,669. Citizens' AIAC balance as of the date.on which

19 Citizens' water and wastewater assets and Certificates are transferred to Arizona;-.

American and Arizona-American becomes responsible for the provision of water'20

and wastewater services will be imputed to Arizona-American. Such imputation
21

4

x .
2 <

Q

-22

23

shall be solely for ratemaking purposes. The total amount of AIAC imputed will be

adjusted as more particularly provided below.

amortized below the line (i.e;., no impact on expenses) over a period of 6.5 years,

The adjusted amount--of AIAC will be

24

25 with the amortization period beginning on the day on which the transfer takes

26 place.

43584i
Fssssnox: CNA1G ; pHxnuAmEs/1lo9ns.\nxzu.0z\

Artunui AL Lu- -
1111111 '_

DECISION NO.
- z -



4

1

Qppketz NO. W:-01032A-00-0192 Br a

° 1

:

n I 2. C\AC lmDutation_ Amortization. As of Oecémber 31, 1999, Citizens'
»

2 CIAC balar\ce.was $.4,734.430. Citizer\s' ClAC;balance as. of the date on which

3 Citizens' water and wastewater assets andcertificates are transferred to Arizona-

4 American and Arizona-American become responsible for the provision of water and

5 wastewater services will also be imputed Tb Arizona-American. Such imputation

6 shall be solely for ratemaking purposes. The total amount of CIAC to 'be imputed

to Arizona-American will also be adjusted as provided below. The adjusted CIAC
7 _
8.

balance imputed to Arizona-American will be amortized above the line(i.e., as a
q

9

10

ireduOtion to depreciation expense) over a period of 10 years, with the amortization

period beginning on the day on which the transfer takes place.
.
3 Q\J» Adiusirnani to Recorded AIAC and CIAC Balances. The amounts of
r
x

12

311 a

g AIAC and CIAC to be imputed to Arizona-American for rateniaking purposes will be

13 E based on the actual balances shown on Citizens' re.g.ulatory books as.'of.the date of

14 the transfer adjustetl- as foliowst

15 E Citizens' AIAC balance at the time of the transfer will be reclassified as ciAo and

An amount equal to' five percermf (5%) of

1
i
i
l

16

I
added to the CIAC balance, and the same amount will be deducted from Citizens'

17 !  AiAC balance in computing the amounts to be imputed to Arizona-American for*-

18'

19 4.

. 20

rate making purposes hereunder.

Adoption of Remaining Staff RecommendatioNs. Arizona-American.

agrees that t'ne Commission may adopt the remaining Staff RecomMendations, as"

2l~ set forth in the Direct Testimony. of Linda A,Jaress. I

22 5 . Deferral of Determination of Amortization Method. The parties agree
2

2? that Arizona-American's f€qU€$t for an accounting order to establish the

24 amortization method for any acquisition adjustment respiting from the transaction

25 should be deferred until a future rate case.

26 6. Transfer in the Public Interest. Based on the foregoing agreements

Pssnzuons CIAIG
Arran-1ry\ Ar L. v
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1

2

;and.understandings,' Staffagreés that Arizona-Anierican is a.fit and proper entity tq

.acquire the Certificates and that Qthe ComMissiOn. should authorize and approve the.

'transfer of Citizens' Arizona water and wastewater assets to Arizona-American on'3
4` the terms set forth herein. No additional ter.ms, conditions or requirements are

5 necessary or appropriate.

6 7 . Support and Defend. This Settlement Agreement-will be introduced.as.

7 . an exhibit during the hearing on the application, presently set for September 27,

8 2000, Arizona~Americar\ and Staff will jointly request that the Settlement

9 8 Agreement be received into evidence, and agree to support and defend this

I
|

E
I
\

10 'Settlement Agreement and the trar\§fer of Citizens' water and wastewater assets

11 and the Certificates to Arizona-American ore the terms set forth herein as just,

12 reasonable and appropriate based on the par titular circumstances presented in thisi
I

r
l 13 iappUca6on.

14 i
I

8. Compromise, No Precedent. This Settlement Agreement represents a

15 compromise in the positions of the parties hereto. By entering into this Settlement

K

a

g
16 Agreement, neither Staff nor Arizona-American acknowledges the validity .or 9

17 invalidity of any particular method,.theory or principle of regulation, or agrees that"

18'

19

Io x'

21

any method, theory o_r principle of regulation employed in reaching a settlement is

appropriate for resolving any issue in any other proceeding, including (without___..

limitation) any issues that are deferred to a subsequent rate proceeding. Excépt.as

Specifically agreed upon in~this~ Settlement Agreement, nothing contained herein

will constitute a settled regulatory practice or other precedent.
3

22
4

All negotiations and other23 9.

communications

Privileged and Confidential Negotiations.

relating SettlementIO this Agreement are privileged and
24

25 confidential, and no party is 'bound by any position asserted dung the

E
f
I

I
I

26 negotiations, except to the extent expressly stated in this Settlement Agreement.

Furls£a-xox£ Culc- PHX/NJAMES/l\09l26.\l73Z44.0Zl
Anuuzn Ar LA- _
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.1 .: As such, evidence of.sta:ements that were made or other conduct occurring dUi*ing

.2.i the course' Of the négpgiatioo of this Séttlel'raént.Agréemerit shat admiSsible-in any.

3 proceeding before the Commission Or a court.

4 10. Complete Aqfeel'nen[_ This Settlement. Agreement represents the

5 complete. agreement of the parties with respect torts subject matter. There arena
i

6 understandings or commitments other than those expressly set forth herein.

8 ARIZONA-AMERICAN WATER COMPANY

9

i

!
8
i 9| By,
i *Steven M. O*lea

Acting Director, Utilities Division
Arizona Corporation Commission
1 200 West Washington Street
Phoenix, Arizona.85007

. ( -

By: 8/I

5

Norman D, James
FENNEMORE CRAIG , .
3003 N. Central Aver\fE{ Suite 2600
Phoenix, Arizon.a 8501 2-2913?
AttOrneys for Arizona-American , .

Water Company . . .
•

day of September, 2000, to:

Corporation Commission ¢.

day of

7 - DATED this Z N day of Sepnembeg zoom.

ARIZONA CORPORATION
COMMISSION STAFF9 .

10

11

12 i

i
13 I

1
14 I

1 An original and 10 copies of the
15 g foregoing was delivered this

16 g
2 Docket Control

17 Arizona
s 1 ZOO West Washington

18, Phoenix, As 85007

19 E A copy of the foregoing
5 was delivered this

20 3 September, 2000, to:

22 : I

`2l . Karen.E. Nally . _
. Assistant Chief Administrative

LaW Judge .. .
_ : Hearing Division

23 9 Arizona Corporation Commission
' : 1200 West Washington

24 i Phoenix, AZ 85007

25

26

Fssusnoxs Cn.Azc pto<nuAt~¢3/1m912e.xn3u:.02\
Ar¥a¢»1.v¢_Ar\.¢~ , .

hnnuvu DECISION no. 4  3 5 8 ' /
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I 1

2

A copy bfth§ foregoing .
was teleccpiéd/delivered and mailed this -
day of'September, 2000, to: ' .

3 .=! .3 -.

I

i
3
I

4 x.
I 2.

. . _.K _

5--' ...~ _f

.36
. .r. _

.=/. -.
_ »

'r
5

.»>"3-
=~,"~:*;`-

. nr"-

' .  x .

_ Daniel W. Pozefsky
Staff Attorney . __ . ' . :

i Residential Utility Consumer"QQ§fic:e
- 2828 North Central Avenue .ld
Suite 1 zoo .:

QPhoenix, AZ 85004 3 .
6 4602) 285-0350 .:

*Walter W. Meek, President ."
7 Arizona Utility investors Association

p_ O. Box 34805
jPhoer\ix, AZ 85067
;(602) 254-4300

8

9

r IO 9
' 9

'_.

II .
- .1

12
,M

»
r ';._4. '4

13

14 By:

15

5 Craig A. Marks .'
:Associate General Counsel L .
! Citizens Communications Company
12901 N. Central, Suite 1660 "
iPhoer\ix, AZ 85012
=16o2) 265-341 s

.

*.
|

16

i
!
!

I
17

Q,

18' i
19

20 -
| .. .

21

l 22

23

24

25

3
I
§

26

p9xm1At~4Esn \09126.U'l]14-$.02 l 63587FENNEMORE CRAIG
Anenuvl AY L..

luau-ax DECISION no.
-6-
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AMERICAN WATER WORKS - SHARED SERVICES CENTER
CITIZENS ACQUISITION .
Final Acquisition Journal Entry - Arizona

F:\RATES\Arizona Citizens Rate Case\[AZ Can Entries Fina

,
;
l;
1

1. RECORD UTILITY PLANT PURCHASED (Booked in Jan Based on Nov Info) JE2301, redress debt JE231

276,471,277230105_104000
230105201200
230105221120
230105221100

Utility Plant Purchased/Sold
Common Stock
Bonds Inside
Bonds Outside

110,888,158
154,948,119

10,535,000

I
I
I
I

I
I
I
I
I

275,471,277
a,371

500,000
1 ,723,245

R
R

71,151
825,523

27,730
47,496 R

27,730
3
I 9,027
s
I\

9,027
382,751

382,751
4,952

4,952
R581,849

99.208
30,557

896
24,374

R

f

l
E

1 ,057.874
9,612
s_e54

195
272,822,609

19,974
6,110,694

2,500
Exb I

663,525

55,775,969 .
9.2s3

R
143,867 R

418
97,658

201,088
497,393

48,222
96,961

294,013
28.554

22,458
44,971

i
I

1
I
F

2. RECORD ACQUISITION - NET ASSETS
CZN record net assets
230105.10400
230105.134100
230105_146100.001
230105.141000 v
230105.141000
230105.144000
230105.143000
239902.241249.002
239902.241249.001
239903.241249.002
239903.241249.001
239901.241249.002
239901.241249.001
239905*241249.002
239905.241249.001
230105.146100.001
230105.146100.001
230105.153000
230105.165500
230105.165500
230105.165500
230105.105110.1 CZN x
238305.146100.001
236206.675000.2135
236406.675000.2135
230105.101099
230105.101099
230105.105110.1 CZN x
230105.108105
230105.108105
230105.18.3000
230105.23"8010
238905.186898,DD230001 s
236205.186898.DD230001 s
236205.186898
236205.186898
236405.186898.DD230001 s
236405.186898
236405.186898
236105.186898.DD230001 s
236105.18689B
236105.186B98
236105.186898
230105.186898
230105.181110

JE#
Utility Plant Purchased/Sold
Petty Cash
NR Other Manual (Notes Rec)
Accounts Receivable
Accounts Receivable-unexplained difference
Unbilled Revenue
Allowance for Doubtful Accounts
Collection for Others (agua Fria)
Collection for Others (agua Fria)
Collection for Others (Sun City)
Collection for Others (Sun City)
Collection for Others (Surprise)
Collection for Others (Surprise)
Collection for Others (Sabrosa)
Collection for Others (Sabrosa)
Misc A/R - Manual
Misc A/R ; Manual .
Materials 8. Supplies-Stk E
Prepaid Postage
Prepayments - Transition services
Prepayments CAP Legal Services
Capital Exp. Invoices paid by Citizens
Sabrosa Water Well Project
Sun City Main Repairs
Sun City West Main Repairs
Utility Plant
Utility Plant CBSC Assets
Cw\p .
Accumulated Depreciation
Accumulated Depreciation CBSC Assets
Preliminary Survey & Investigation
Customer Deposits
Ground Water Vlhthdraw Fee
Ground Water Withdraw Fee
DDA -Other .
DDA -Other . .
Ground Water Withdraw Fee
DDA -Other
DDA -Other
Ground Water Withdraw Fee
DDA -Other
DDA -Other
DDA -Other
DDN Other (regulatory assets)
Unamortized Debt Expense - outside

2,929,500
1.392,615

387,690
R



l»»~
;

22.990

E
J

1 ,972,236.00
886,624 s&

23,364,564 sch
284,879 sch

30,921
2,030,554

230105.181110
230105241998
230105236151
230105252120
230105262411
230105.840000
230105234300
230105.114100

Unamortized Debt Expense - outside
Other Current Liability - analyzed
Accrued Property Taxes
Advances for Const
DCN - Advance Payments and Deposits Other
Interest Exp Other.
AIP Misc. -Net Cash Payable
UPAA" 71.118,430

361,801,197 351,801,197

UPAA DETAIL Initial UPAA
Initial Cash Payment (line 5)
Less: Net Assets Purchased

irmiai UPAA

265,618,443
195,489,291

7t,129,152

Difference 10,722

10,722 Part of IL wotkpapersCBSC Assets not on Citizen's AZ Balance sheet
but should be according to the schedule

3. RECORD UTILITY PLANT DETAIL
GARY TO RECORD
230105.101099
2301G5.101000.xxxxxx
230105.101000.xxxxxx
230105.101000.xxxxXX
230t05.101000.xxxxxx

Utility Plant (incl CBSC Assets) 272,842,583
Xxx
xxx
xxx
xxx

i
9

V

lE .

4. WRITE-OFF INVENTORY To EXPENSE (CREDITED EXP WHEN LOADED)
CZN W/O Inventory #4 JE#
230105.575000,16
230105.153000

30,557.Misc Over Exp AG
Material a. Supplies 30,557

JE#
5. EXPENSE PREPAID POSTAGE
CZN - w/o prepaids#5
230105.575000.16
230105.165500

896Misc Expense
Prepayments 896

i

6. EXPENSE PREPAID MOTOR VEHICLE TAXES AND CAP Legal
CZN - w/o prepaids#6 JE#
230105.5l/5000.16
230105.165500
230105.165500

21,874
2,500

Misc Exp
Prepayments
Prepayments 24,374

JE#
x ,

I

E

g

1. TOWRITE OFF UNBILLED REV.
CZN - w/o unbilled #7
236105.401120
236105401220
236105.401520
236205.401120
236205.40t220
236405401120
236405.4012z0
237105.401120
237105.401220
237105.401520
237305.401120
237305.401220
238305.40'\120

Aqua Fria Res
Aqua Fria Comm
Aqua Fria OPA
Sun City Water -. Res
Sun City Water - Comm
Sun City West - Res
Sun City West - Comm
Mohave - Res
Mohave - Comm
Mohave - OPA
Havasu Res
Havasu Comm
Distco Res

120,069
29,652
24,609

211,176
36,454

107,910
22,191

115,155
32,575

4,601
17,944

5,827
71,303I

!

I



238305.401220
238905.401120
238905.4G1220
230105.144000

Distco Comm
Tubac Res
Tubae Comm
Unbilled Revenue

9,753
13,783

2,s1o
825;523

g
I

i

I

;

l

I

;

g

l

I

8. CAPITAL INVOICES PAID BY CITIZENS NEED TASK ORDER NUMBERS .
no ENTRYNEEDED
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task_Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task Order
Task OrderI

i8I Need Task Order

Anthem Valve Vaults Task Order 5
Anthem Water Treatment Plant pp 3
Anthem Solids Handling Facility
Sun City West Reclaim Faculty
Sun Village Well #5
Sun Village Water Plant Mods
Sun Village SCADA
Sun City Grand Water Plant #f
Anthem Project Mana Phase 4
Anthem Water Campus WTP 4MGD
Anthem Water Campus Tank #2
AT/AF Interconnect
Oakmont Dr. Water Replace
Anthem Remote Vault Float Valve
Anthem Valve Replacement
Sun City West Service Replacements
Sun City Sewer Flo Mtr SCADA RTU
Water test Agua Fira
Water Test Sun City
Water Test Anthem
Sun CitylSun City West Grdwtr Svgs
Sun City/Sun City Wst Well Study
Whitestone Water Reclaim Fac
Anthem Finished Water Res.#2
Sun City Grand SCADA
99th 8 Olive Flow Meter
Sun Village Booster Station
Surprise Main Replace
Anthem Phase 2
SUB - TOTAL
Sun Valley Water Treatment Plant
Wason the PA line of Exhibil Ishould beAZ

15,366
51 ,093

344,109
70,913
18,900
11,129

2,240
7,990

76,444
310,975

3,757
1,147
1 ,965
7,410
5,124
5,916

1 1 ,266
88
70

640
3,016

25,415
5,846

47,735
1,560
1,31 B
3,494
1,520
1,851

1,038,299
19.575 No! On D. Baka's sheets

|

I

TOTAL 1857.574

r

E

n

I
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Citizens Business Services Company (CBSC)
Ne\ Book Value of Assets - Banner System & Non Banner Nems

. At January 15, 2002

Caleoory Descliolfon
&pi!amm

Cos!
Accumulated
Depreciation

Est. Net
Book
Value

Allocated by State
Illinois Arizona

M

5

6
7

a

g
9

9
10

11
12

Furniture & fixtures:
Office furniture
Work tables, files & storage cabinets
Copier
Facsimile machine
File server & software - Sun city_ Az
File server a software - Haney, LA
File server a. software - Woodridge, IL
PCs and software
Mish
pp credit services
Total Furniture 8 Fixtures

2.497
3,582
1,565
2.465

19,974
99v870
79,895
53,085
2.46s
7,056

272,454

1,157
1.662

728
1.141
9,253

46,263
37.011
24,595
1,141
3,271

126,222

1,340
1_920

837
1,324

10.721

53,607
42,884

28.490

1,324
a_1as

146,232

1.340
1,920

837
1,324

0
53.607
42,a84
28,490
1,324
3,785

135.511

o
o
o
0

10.721

0
o
o
o

.o
10,121

i

I E

l a

14
i s

16
17

18
19

Data Center lmolementation:
HAVC System (50%)
ups unit
Generator
Fire suppression system
Raised flooring
Equipment racks / workstations
Telephone / data wiring
Total Data Center implementation

58,276
81,342
99.337
44,442
t0,212
33,989
22,144

349,742

21,000
37,577
46,018
20,589
4,726

15.748
10.256

162,014

31,276
43,665
53.319
23,853
5,486

18,241
11,888

187,728

31,276
43.665
53,319
23,853
5.486

18,241
11,888

1B7.728

0
o
o
o
0
0
0
0

I 20 Computer hardware HP 9000 8- HP-UX 705,391 326,768 378,523 378,623 0

x

28

29

30
31

Mailing Cerder \molemenlalion:
HVAC system (50%)
Ceiling tile
Carpet padding
Canape
Total Mailing Center Implementation

36,260
1,514

404
3,082

41,260

16,797

105

184
1,425

19,111

19,453
809
220

1,657
22,149

19.453
809
220

1,657
22,149

0
o
0
o
0

} i
3
8
. g

\ 3 2 Automated mailing system 316,328 . 146.541 169,787 169,787 0

33 Billing printer 202,150 93,647 108.503 108,503

34 Postage meter 7,046 s,ze3 3,783 3.783

0
o
0

Total Allocated Assets 1,894,371 877,565 1,016,805 1_006,084 10,721

Assets Exneded to Retain
Banner System 2,956,710 1,359,691 1,587,019

Other Unallocated Assets 138.661 64,194

4

i

i
1

Software License cost transferred from LGS 12/00 t,223,780 265_152

74,407

958,628

Total Retained Assets 4.319.091 1,699,037 2,620,054

Total CBSC Assets 6,213,462 2,576.602 3,636,859

1
Y

. -
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Arizona-American Water Co.
Citizens Acquisition - Phase 3 Costs
AS of September 30,2002

2000
165,778

2001
235,692Service Company Charges

Integration Services (Consultants)
Miscellaneous (data lines, office trailer rental
Notices to Customers

. 2002
217,655
157,932

450
5,407

383,445

s
s
$
$
$

Total
619,125
157,932

1 ,947
5,782

784,784167,778

1 ,497
375

239,564

i
l

I F;\RATES\Arizona Citizens Rate Case\{Phase 3 Acquisition Costs.xls]Phase 3
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Arizona American - Management Fees Allocations

Annual Management Fee s 5,153,711

Location

4 Factor
Formula
Factor

Management Fee
Allocation

{

1

E
sMohave Water, Havasu Water

Mohave Sewer
Sun City Water
Sun City Sewer
Sun City West Water
Sun City West WasteWater
Agua Fria, cos_ CWR Water
CWS, CWR Sewer
Tubae Valley

0.1157
0.0070
0.1797
0.1014
0.'l001
0.1072
0.2300
0.0558
0.0075

596,284
36,076

926,122
522,586
515,886
552,478

1,185,353
287,577
so.,era

TOTAL CUSTOMER COUNT 0.9044 s 4,6$1,015

Line

F Q
1
2
3
4
5
6
7
8
g
10
11
12
13
14.
15
16
17
18

19
20
21I

I

1

5

I

Arizona American - Management Fees Allocations

Line
No.

I

i

Annual Management Fee s 5,153,711

Location

4 Factor
Formula
Factor

Management Fee
Allocation

s

l

Mohave Water
Havasu Water
Mohave Sewer
Sun City Water
Sun City Sewer
Sun City West Water
Sun City West WasteWater
Agua Fria
CWS/CWR Water

0.1011
0.0148
0.0070
0.1797
0.1014
0.1001
0.1012
0.1384
0.0916

s21 ,040
15,244
36,076

926,122
522,585
515,886
552,478
713,274
472,080

\

CWSICWR Sewer 0.0558 287,577
1

Tubae Valley 0.0075 38,653

TOTAL CUSTOMER COUNT 0.9044 s 4,661,016

| i
l

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22

23
24
25
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ARIZONA-AMERICAN WATER COMPANY
FOUR FACTOR ALLOCATION

DISTRICT/CO.

PLANT
IN

SERVICE

GENERAL
METERED

CUSTOMERS
SALARIES &

WAGES

DIRECT O&M
EXPENSES

(EXCLUDE PR)

4 Factor
Allocation

%

!
SUN CITY SE\NER
DISTRICT/CO.

12,612,288
5.1853%

21,144
18.4614%

170,492
2.8744%

2,110,347
14.0583% 10.14%

SUN CITY WEST WASTE WATER
DISTRICT/CO.

24,836,561
10.2111%

14,889
13.0000%

656,755
11.0727%

1,291,160
8.6012% 10.72%

MOHAVE (SORENSON)
DISTRICT/CO;

1,742,120
0.7162%

565
0.4933%

es,444
1 .1202%

71,876
0.4788% 0.70%

DISTCO/TREATCO SEWER
DISTRICT/CO.

21,774,316
8.9521%

3.600
3.1433%

34.1 ,267
5_7537%

673,393
4.4859% 5.58%

SUN CITY WATER
DISTRICT/CO.

28,533,245
11.7309%

22,068
19.2681%

1,248,678
21 ;0523%

2,973,822
1 9.8104% 17.97%

r.
I

SUN CIW WEST WATER
DISTRICT/CO.

24,724,945
10.1652°/1

15,303
13.3614%

494,526
B.3376%

1,226,276
8.1690% 10.01 °/>

TUBAC VALLEY
DISTRICT/CO.

1,450,789
0.5965%

488
0.4261%

84,31 g
1.4216%

85,010
0.5663% 0.75%

MOHAVE WATER
DISTRICT/CO.

15,573,103
6.4026%

13,823
11.8946%

907,831
15.3057%

1,024,583
6.8254% 1011%

HAVASU
DISTRICT/CO.

1,447,094
0.5949%

1.232
1.0757%

184,457
3.1099°/>

157,357
1 .0482% 1.46%

AGUA FRIA
DISTRICT/CO.

49,451 _see
20.3311 %

13,589
11_8649%

688,562
11.6089%

1,731 ,272
1 1.5330% 13.84%

DISTCO/TREATCO WATER
DISTRICT/CO.

39,161,570
16.1005%

3,353
2.9276%

626,309
10.5594%

1 ,059.,889
7,0605% 9.18%

PARADISE VALLEY
DISTRICT/CO.

21,923,699
9.0135%

4.677
4.0836%

461 ,686
7_7835%

2,606,438
17_3630°/, 956%

ARIZONA TOTAL 243.231 ,291 114,531 5,931,307 15,011,423 100.00%

I
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ARIZONA-AMERICAN WATER COMPANY
2002 General Rate Case Application

Rate Case Expense

Fsiimaierl Rain Case IFs-pensn for Curran? Rafe Case Apnllc=\¢lnn'

~(see detail) 560a.000

I

Fmnloyee Crm! per Flay
Hotel
Airfare
Food
Miscellaneous

s
s
s
s
s

105
50
30
15

200

'\

Cost/Day

f£ED1D§ IQIal.§§AWWSf'n Fmplnynes
Filing
System Tour
Stipulation Meeting
Hearings
Commission Conference
public Meetings (1 )
Public Meetings (2)

s
s
$
s
s
s
$

Cost/Da\¢
200
200
200
200
200
200
200

DEALS
1

3
1

10
2
4

4

1 s
3 s
2 s
5 s
2 s
2 s
4 5

200
1,800

400
10,000

800
1,500
2,200

Total s 18,000

Mniiinqs Printings Supplies 8 misrnllanenqs

'IMaI Fsfimafed Rafe Case.F1r\1ense

$80,000

$706,000

3
$235,333

Amortization Period ( In Years )
Normalized Annual Rate Case Expense
Recorded Rate Case Expense Per General Ledger
Rate Case Expense Adjustment I $235,333 I

's

Arizona Rate Case Expense 111320021.xls



m v om
m w

I I l N

v' m v N acm o m m m
re I

up N l` v l\ m iv
|\ m -4 m ¢-4 o m
N . vs o

,zhit!

v -o
)4 U\\3QJ
O»-4 u m§~=f-gf¢
QUE-,-IQ
c: a u x
w - a u m
¢v~ a m

o
o
N

o m Q m
o m on m
rt N f-I

m o
m Q'

| m
Kb m H
r-I -we' m

N m
Ni

mmunm-4mnu-1.-eo
m w w mn m v- m v- n m l~

Hvnn-4
M

u u x
O v u m
x a m

-a 'O
8 ~a anvo u

ms cu H as u10 E :1~»-4 o

c
E
oN

\.a m
»-4 m w-e as nm u

fu :1 In as
.u :

G)
*' -< 9.2;

xmm

al ti

wmwwwmuammxawmmmmmmhw w m m w m w w w m m H H . H H H a n

»-4 ooooc>monl~t~cnm~.1-cnmmm
cant-unht~m\oa:lr4nmHmmvl.nn

-¢nnnnnmm<z-<\<rvJu:>u:wmr~

oo
o
mrt
b

_!r
cm]

m
a>
m
s:
U

x
(ll

I

U)

o o o
o o oo o o

o o o o o
o o o o oo o o c o

m
$4
o
mNp..
c o l
GJ
L e

o  o  o
of .-4 r-a

- 4 4\ 4 4.

r - ¢" l - r - r -

. `

go
1

1

1 Ur Ur

I

:

G.)

N

oo
o

o O
m Q
N Q

o
Lm
N

m
no

t-1 UP
1-1 1-4

1-1
mm

mEo,cI- m U).

r-¢<rv><roal.ncn.-4m v m o w b cx»-4 u'»\o.-||~ocou'>
m m  h  m  m  m  m lm  a  m

Hmmm

|, w o
up o
m  m

>,
o  5  o  o  o  o
o  E  o  o  o  o
o  . , ,  o  o  c  o

o o
o oo o

o rt l`
o A-4 z~
we UP o

831
C343
co

4

1

vi U)
am
o m
* ozu 40
w Q,
8 3

x~
v
K̀
v-'I
N
v-4m

,Eu
So
_ uas,ac

u .
o w UP m N o
M v pl m ,-| NP*

'U
:
u
m
v
pp
5
'U
v
E
u
m
o
m
N
u
U
u
»u
Hz

u
v
LT
~4
D

-6
• I  o

o

ID
"' o

:s o-u 0

4

i
E
*.

1

1

l

H

U)
ouv nu-4 uU D oIa M ea 0I IJ c asg I v nu 3u

au 'u 50o. an so ux D -rt o -o u
0 o 12 u 3 5 oU ea u I-a n• v-4 U1 -14 :» -.| ,Qu • o. u u In 'UL 14 II -4 UI- at u u 3 Uis

m
u no 3
v 3 xi
H U' vN

'14
v-4

mu
x

O .N ur'lr-If-ll-1r{r4I"*'1)
Q*
as

U

o.IJ
»

E

5'>'4-4454
m * m "
u>:',:Q",;
wu.o u~»40m
' 8 3 u u 0

m uv <

o-.4 c3oQ
U

» . :10 -o
.,.| c

u u1 n
0 o. Jo an .-4 Q. g

in
,.|
a

»<

i su >~n

:'°'.é'@
1v°'ua4
8 ' ° 8 8 gN u

o u*m 3
a
<::go

a
' - 4%o
xv
_mc

Eu
8:S o
23
.,,.o
: ca
n o t

8 g , 38fu 0 ° nu 39"
'o

8 € 8 4 4 5
Vu u
o
c u
O f
33
8 8 :

I U--4 U>2H;MHU
=6Mv§3.§§g 98498:m n u m z < z u b < m 2 m m 3

881 =.6la

U to
u H
»-4 :

u u
cm o

c\l •
>) ,  u  cc  U  oo  u  EE c -vi- 4  H  u  •

u u  u
I  8  . 201- 1 u 14u-I 'H • so C Q1 u 'u
u 4 cu u ' r t:  m  o ,.D 'iv UI .LJ•  u  •  c  IU  0 18  U I -4 .

40 v
u 3 u4 0 11n -i Q-0  >  vu 0a- as

I g
.1 mu
:: to
3. ¢`
v m2

3 : u g'
_X 0 0 1 4

8 m3' 8==

§§::3 av?
u m o :

vang-9
0 0 4 8 - » 1 l u u 8 _
- n o n H

8 : m m m § m §
u
o
ET

'O
C
:1
o
Rx



|

I|

I
I
I
I
I
I

STEPHENSON DIR. EXH. 8

¢



an- "" " M ."~Q;'55~Z5>\>7/i'5'3-~;;§¢3if-._;3» < x : } & I¢ 5 C . ; I< 5 l 9 I5 ; ~ 5 ~ I5 : - - ~ : 3 9 : 9 L i . : \ »  w  : ; ; . . : i : ~ : . 5 : J : 1 ; ~ > 4 k i Q" / 3 » - i <
\ 3 \ $ $  , ' l  q  »  g  k ; ; :  ' : * : ~ 3 » - : >  ' ' * 5  § > ~ = ~ = \ ~ < { l § / ; : .  "  " : ; ; = > _ § i : . : § ,

. . f . . ,  : ~ . . ¢.. . . . . .  *  \ . . » < > , , » . < : ' ~ = I " ` < " .  * ` , ' s > " . , * : , < 1 ; < =  ~ 2 :  ~ >
, . ; . 4 . , ; . . ; < . : . ; ; j ; = 8 } f3 < \ 3  , , 2 g ' j : 3  ' ? '  > * '  " "  " < \ . > - .  : ; : " `
Ir:;=;.r;:.=.=;r;=;1=;=:=;=;=:€1; 4 ; : " : : <  = ; ,  <  : . '  '
. j ; . . . : ; g 8 ;;:88§:.:=::=:==;=:=.;j;.:'= <

3 9 »

. _ "wc-

.~.vf.~.~.¢¢;4v~m* W
_ . -1 . .

. .5 of .
! .31-"" .\ At. . . .I

2 - - ~ » - - v - . - - . n . ¢ . » - ~

§ 8 3

g

§§§8§§3§§§§§§§§§§§§§§i§§a§§§§2§§g

;§§¥ . : . .§.§. : . :_ . .§

49;

$8825 so;

§
§

g
z

8 'W .

...: .1" .»;n g;;».+...r.rw, I;,.§;::.::. . 5 9 - . . ~  1  .
5 . . .: 1%. . . .

9

4428

8 : 4

§§§§9§888:°§

. n m8 .
8` aw nm

4 *egg

8833.o ~ o :
at *

88851

W

a gve

'95

_
be
m s88

5
38`
"8

as n

88

•

ii

0v-
Q-0<-
0

o.-o
v-oQ-

3

e wmv4

. »» . ..

. . ;a»»..~'...,' ' ; .  : . * ' . . w e : .. °a°'i;.=

» » » . '  . . . .,:_ . . . . .

880%°.g;:~°°

\0 Q Q§§-I-§;"
P v i m '

g
a Q n

8§E.§§§8§88:a
I - o H z *

so
i v ,
' Q
1-"

3

*no

7 . ¢_ . - - . 4 4 » L E * .

an J I n

" ° a . ¢ - i ' . " " ' " " " * l - '  " - !lM:

.8
4 9 8
Q W Q *

§§@s§3§§;3.e
"" a'8='* .2

z
2

gggggagggggggggggg nggggggiigggg

I -4

I e:

8.§§.8E...

§§§§38§§§§.§8.3 0
E v We::33§Z§99.

_L1:.*§-j;_F'=.?{* .

go L

}8§883§aa*

-98;-fgg§gg 353i f d i in
>.4
z

r IJ 1 -'it

!§2_§§#! -EC "IF';.

»o
8 Q8

3 Q!
Eu Q

-&§8§2§§a
6 1 8 6 .
U T p . gr,

~¢
2

e. 8. *. a.§§§§§=*§8§8 §383§§5§3
: g3.. :i-$6 =:' H: :  .

§ § § § r 8 "
1 o
cm 1

' I*».'1'

.in Et..._,'§EEg8=L3.3:2;§3»:. 3
. sh

8
n
N.¢2Iz

pa ~ . . .

. . . 8 9 8 g

88 §

$3 8 8 8  § : § = 5  8 '

.3 8 8 8 8 5 s 8  , 1 8
v - s n

8 2 8 8 8\n1-v- r i
: - 3 5 -
\n 4'~i' gso

\

§
U 8s3§.§ 88

N

_
=»§

Qs

Q .I D
§as

232

»

l 8 2
g

is

§.5
8
8

g
5 38888§§

3
8
s
2
a
as
8
8
s

8
<

3
a

8g I fai
4 %  i . 8 4 , i n 1 8 2 .

881 Qaiitliifllléiiiggfiégffiglli



I
I|

I

STEPHENSON DIR. EXH. 9
I

I

I

I
|



i n 0449 4-nu--no ` n h o h u u n n n m n m o m n |-. ' u n u n -

.I

38
.22-'§for

e

8888888888§§§§§§§§§§§§§§§§§§§§3§§§§§§§§§§
In-grl_:_2u=:2qqqqqqqqqaqqaqqqqqqqqqqqqqqq . q"=_
=xr.......~....azasaaaasaaaaazaaszsssaaaa8aaazszax

n

E
388233
mY

A r

o o e o o z e o t o o o o2 o o t o o

4===§8§§33§§8§§§§§§§§§§§§§§§3§§3§§3 §§§§§
22 I8$888383333¢¥2v$'§§S55»'-`4§33335§SS2§92~'I3

N t - 0 0 0
r-wnoon
ng

V-

mo
8m><

8 8°88 88ss s sssss 88 S cog8§§§8§88§§8888§s§§§§388s8s §§§§88§888§88
28,98:992=§§;333='§§3~;§3§§?_'§§833gE38=§§§in ov|- n us r"- 1 o we

anHP
-.o
8-<

nravr n u n cnwv- r -nmomsor-nu n n na on om m w e #vow I- nr-amor-r~l n m 6\lD wan
OGDUIP* Quvomnlnn u u n d a n d s u n v mn n u c o t o 19

z

o
s
E
ea.

s
E:  2

.
i

as0|»-
;D

1'>ni0f~lDe|vvn¢vr-omv|omnonn¢oor-- |--149|--ovranr-\nn\o :o fg**o8:a»3v-g_»gso881.oaou1v-o\¢»\r>o|-'- l-r-1* 1- i n v1n1--nv- .cvuooun co |--w ~ ~ m ¢ o m ~ 8 3 ~ 3 ¢ » 3 3

" 7 T T "In
zm

E
-Ds

q
3

_Sn
an

nc4
*.|cGE
n8.'o4

G.

o
xU9-

u m w u a n u u u m u o u a n u a u u n m n n o o o o o o o o o o o o o o o o o o o o c > c : > c : o * 0
o  o  o o o  o  o  o o  o  c a o  o  o o  o 9 8

F?
co
r-

v s n u a n u z u m n u a u u u n v r n n n n e a

¢
co
__n
:I
U'
u

<

>-
om

WF) l"l l" r - - n v n r - - o mc o e a n 1 n o a n m m m u  n onnm  w n  n m

\ - - - v - o o a Q o \ a \ o 4 n a a ¢ o w e a n n n n o  m so no n o an co n o mo oa n n no

1-lanmcnnnoneooae'J nennnnoanv-noosmnnlnnn '1n¢or-1oI
UD oN

3
at :mc1  l1-1-

.go...III

§
§E<

41  I  n  --:° .41 .1°e ' :4 -4 . .4 ' 4 -4 l~=4° .n

8§§§§§8838a§§§§3§a§§3§2 4n 4 Q44 44§<44Q;a s s s a aaanuagsnnaaaa sa

8 s§8§=~=§§§28s§sa§"§§§§§§§§§§§ §§§§s§_§§§§,8§§
*i ~3 E§i"§1i!§8§3Ei*E'8§'

s s s s s s

3ggg88349433- : 8 9 n 1

8 ==
weu*
an
1
ow-

3
63
My

a m a n : o n n o a n a n c n a n n a n n c o u o a n o n l o n u n o o n a n n u o m o o n n n o n
an
o m m e m n n o n a o n n n n n m n m n w m m m M a n n v u u n r - o f - r - o n

4 - g u n ' - a » r ~ u n r ~ a a \ ¢ a n ¢ l ; 3 ~ a a m n m o u o o o o a a u x - Q o u o a a u g n a v m n u n o u o u s u

a.

D

•uc
20 o N u novo n n v n to r-» o o» n low:--novo

z

£8
§8§§38
§¥&&§3
833885

3
..
g
u

m*mozO
m:>z
'S1
2'

: '6
r- |-

I



STEPHENSON DIR. EXH. 10



34"2838
u p

~§§8§-§»==°§§§§

q

.Q o1
*.
3
-_v-
c

8 83 ~~§§9.3Q ¢$eQu Gs up

0 -* o
-4

c

ssa
o-.4 3388ea :neg

==

-2998- »9a»
§434 4 43
'9§2 z84.4 q ¢ ¢an u 3: s

a ,. 0 o s * Q011Q
o

Cb9.
-Q
lbQ-Sr

9*.
x*.c

•

8
o

Q3

• O -
p_
s

-40-»Qor

• ì  O
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1. INTRODUCTION

WHAT IS THE PURPOSE oF THIS SUPPLEMENT TO YOUR DIRECT

TESTIMONY?

The purpose of this supplemental testimony is to respond to Staffs List of Items

Causing the Fil ing to be Insufficient dated December 23, 2002 ("Staff

Insufficiency Finding"). In addition, the Company is concurrently fi l ing

supplements to the direct testimony of Thomas Bourassa and Ronald L. Kozo ran

in response to the Staff Insufficiency Finding.

Q- HOW  W ILL YOUR SUPPLEMENTAL TESTIMONY BE ORGANIZED?

In this testimony, I address Staff°s expressed concerns over the application for the

Sun City water and wastewater districts. Specifically, I address Staflf's conclusion

that Arizona-American's rate filings are insufficient because the Company's D

Schedules did not present dollar values. The remaining items listed as causes of

the insufficiency determination are addressed by Mr. Bourassa and Mr. Kozo ran

in the supplements to their direct testimony filed concurrently herewith.

11. CAUSE OF INSUFFICIENCY: SUN CITY WATER DISTRICT(NO. 4) AND
WASTEWATER DISTRICT (NO. 5)

IN THE STAFF INSUFFICIENCY FINDING, STAFF INDICATES THAT

THE D SCHEDULES DO NOT HAVE DOLLAR VALUES. DO YOU

HAVE ANY COMMENT?

1

2 Q.

3
4 ~A.

5

6

7

8

9
10 A.

11

12

13
14

15
16
17

18 IQ.

19

20
21 \A.
22
23
24

25

26

Yes, Staff correctly notes that the D-1 and D-2 Schedules lack "dollar values," but

the Company is not aware that the Commission's mies require that dollar values be

included in the D Schedules. The D-l and D-2 Schedules show the percentages of

debt and equity and their respective cost, including their weighted costs. These

schedules provide support for the weighted cost of capital. I also do not believe it

is Staff' s practice to include dollar value in its cost of capital schedules.
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HOW DOES THE COMPANY RESPOND TO STAFF'S FINDING

CONCERNING THE D SCHEDULES?

Although Arizona-American disagrees that this is a basis for an insufficiency

finding, we have revised the D-1 and D-2 Schedules for the Sun City water and

wastewater districts to reflect the amounts of debt and equity in its capital

structure. These schedules are attached hereto at Tab A.

PLEASE YOU EXPLAIN THE DOLLAR VALUES YOU PROVIDED.

The amounts shown on the D-l and D-2 Schedules reflect the debt and equity of

the former Citizens properties of Arizona-American as a whole, rather than on a

district-by-district basis. Because Arizona-American is an Arizona corporation

and raises capital (debt and equity) on a company-wide basis, it is necessary to

identify its capital structure on a company-wide basis. The debt and equity for the

acquisition of the Citizens properties can easily be identified, at this time, and

therefore we have done so for this filing. None of the different rate structures

established during Citizens' ownership, have individual capital sh'uctures, nor can

any of the Company's individual districts borrow funds or separately maintain

capital accounts. Consequently, Arizona-American is requesting that its capital

structure for the acquisition of the former Citizens property be used in

determining the cost of capital for each district.

DO ANY OF THESE REVISIONS TO THE D SCHEDULES AFFECT THE

COMPANY'S cosT OF CAPITAL ANALYSIS OR THE AMOUNT

SHOWN ON SCHEDULE A-1 ?

No.

DOES THAT CONCLUDE THE SUPPLEMENT TO YOUR DIRECT

TESTIMONY?

1 Q-

2

3 A.

4

5

6

7 Q-

8 A.

9

10

11

12

13

14

15

16

17

18

19

20 Q.

21

22

23 A.

24 IQ.

25

26 IA. Yes.
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1

Q-

INTRODUCTION

WHAT Is THE PURPOSE OF THIS SUPPLEMENT TO YOUR DIRECT

TESTIMONY?

The purpose of this supplemental testimony is to respond to Staffs List of Items

Causing the Fil ing to be Insufficient dated December 23, 2002 ("Staff

Insufficiency Finding"). In addition, the Company is concurrently fi l ing

supplements to the direct testimony of Thomas Bourassa and Ronald L. Kozo ran

in response to the Staff Insufficiency Finding.

Q- HOW WILL YOUR SUPPLEMENTAL TESTIMONY BE ORGANIZED?

In this testimony, I address Staff"s expressed concerns over the application for the

Sun City West water and wastewater districts. Specifically, I address Staff's

conclusion dirt Arizona-American's rate filings are insufficient because the

Company's D Schedules did not present dollar values. The remaining items listed

as causes of the insufficiency determination are addressed by Mr. Bourassa and

Mr. Kozo ran in the supplements to their direct testimony filed concurrently

herewith.

11. CAUSE OF INSUFFICIENCY: SUN CITY WEST WATER DISTRICT(N0.
5) AND WASTEWATER DISTRICT (NO. 4)

Q, IN THE STAFF INSUFFICIENCY FINDING, STAFF INDICATES THAT

THE D SCHEDULES DO NOT HAVE DOLLAR VALUES. DO YOU

1 I .

2

3.

4 A.

5

6

7

8

9

10 ~A.

11

12

13

14

15

16

17

18

19

20

21

22 A.

23

24

25

26

HAVE ANY COMMENT?

Yes, Staff correctly notes that the D-1 and D-2 Schedules lack "dollar values," but

the Company is not aware that the Commission's rules require that dollar amounts

be included in the D Schedules. The D-1 and D-2 Schedules show the percentages

of debt and equity and their respective cost, including their weighted costs. These

schedules provide support for the weighted cost of capital. I also do not believe it

FENNEMORE CRAIG
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»

is Staffs practice to include dollar value in its cost of capital schedules.

C O M P A N Y

CONCERNING THE D SCHEDULES?

Although Arizona-Amen'can disagrees that this is a basis for an insufficiency

finding, we have revised the D-1 and D-2 Schedules for the Sun City West water

and wastewater districts to reflect the amounts of debt and equity in its capital

structure. These schedules are attached hereto at Tab A.

H O W  D O E S  T H E R E S P O N D  T O  S T A F F ' S  F I N D I N G

P L E A S E  Y OU E X P L A IN  THE  DOL L A R V A L UE S  Y OU P ROV IDE D.

The amounts shown on the D-1 and D-2 Schedules reflect the debt and equity of

the former Citizens properties of Arizona-American as a whole, rather than on a

district-by-district basis, Because Arizona-American is an Arizona corporation

and raises capital (debt and equity) on a company-wide basis, it is necessary to

identify its capital structure on a company-wide basis. The debt and equity for the

acquisition of the Citizens properties can easily be identified, at this time, and

therefore we have done So for this filing. None of the different rate structures

established during Citizens' ownership, have individual capital structures, nor can

any of the Company's individual districts borrow funds or separately maintain

capital accounts. Consequently, Arizona-American is requesting that its capital

structure for the acquisition of the former Citizens property be used in

determining the cost of capital for each district.

DO A NY  OF THE S E  RE V IS IONS  TO THE  D  S CHE DULE S  A FFE CT THE

C O M P A N Y ' S  C O S T  O F  C A P I T A L  A N A L Y S I S  O R  T H E  A M O U N T

SHOWN ON SCHEDULE A-1 ?

No.

1

2 Q-

3

4 A.

5

6

7

8 Q-

9 A.

10

11

12

13

14

15

16

17

18

19

20

21 Q.

2 2

23

24 A.

25

26

Q, D O E S  T H A T  C O N C L U D E  T H E  S U P P L E M E N T  T O  Y O U R  D I R E C T

T E S T I M ON Y ?
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1 A. Yes.

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

J

20

21

22

23

24

25

26
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\

INTRODUCTION

WHAT Is THE PURPOSE OF THIS SUPPLEMENT TO YOUR DIRECT

TESTIMONY?

The purpose of this supplemental testimony is to respond to Staff's List of Items

Causing the Fil ing to be Insufficient dated December 23, 2002 ("Staff

Insufficiency Finding"). In addition, the Company is concurrently ti l ing

supplements to the direct testimony of Thomas Bourassa and Ronald L. Kozo ran

in response to the Staff Insufficiency Finding.

HOW WILL YOUR SUPPLEMENTAL TESTIMONY BE ORGANIZED?

In this testimony, I address Staff's expressed concerns over the application for the

Mohave water and Havasu water districts. Specifically, I address Staffs

conclusion that Arizona-American's rate filings are insufficient because the

Company's D Schedules did not present dollar values. The remaining items listed

as causes of the insufficiency determination are addressed by Mr. Bourassa and

Mr. Kozo ran in the supplements to their direct testimony filed concurrently

herewith.

11. CAUSE OF INSUFFICIENCY: MOHAVE WATER DISTRICT(NO. 7) AND
HAVASU WATER DISTRICT (NO. 7)

Q, IN THE STAFF INSUFFICIENCY FINDING, STAFF INDICATES THAT

THE D SCHEDULES DO NOT HAVE DOLLAR VALUES. DO YOU

1 1.

2 Q-

3
4 A.

5

6

7
8

9 Q.

10 A.

11

12
13

14

15
16

17
18

19

20

21
22 A.

23

24
25

26

HAVE ANY COMMENT?

Yes, Staff correctly notes that the D-1 and D-2 Schedules lack "dollar values," but

the Company is not aware that the Commission's rules require that dollar amounts

be included in the D Schedules. The D-l and D-2 Schedules show the percentages

of debt and equity and their respective cost, including their weighted costs. These

schedules provide support for the weighted cost of capital. I also do not believe it
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l

is Staff' s practice to include dollar value in its cost of capital schedules.

H O W  D O E S  T H E  C O M P A N Y  R E S P O N D  T O  S T A F F ' S  F I N D I N G

CONCERNING THE D SCHEDULES?

Although Arizona-American disagrees that this is a basis for an insufficiency

finding, we have revised the D-1 and D-2 Schedules for the Mohave water and

Havasu water districts to reflect the amounts of debt and equity in its capital

structure. These schedules are attached hereto at Tab A.

Q- P L E A S E  Y OU E X P L A IN  THE  DOL L A R V A L UE S  Y OU P ROV IDE D.

The amounts shown on the D-1 and D-2 Schedules reflect the debt and equity of

the former Citizens properties of Arizona-American as a whole, rather than on a

district-by-district basis. Because Arizona-American is an Arizona corporation

and raises capital (debt and equity) on a company-wide basis, it is necessary to

identify its capital structure on a company-wide basis. The debt and equity for the

acquisition of the Citizens properties can easily be identified, at this time, and

therefore we have done so for this filing. None of the different rate structures

established during Citizens' ownership, have individual capital structures, nor can

any of the Company's individual districts borrow funds or separately maintain

capital accounts. Consequently, Arizona-American is requesting that its capital

of the former Citizens property be used instructure for the acquisition

determining the cost of capital for each district.

Q , DO A NY  OF THE S E  RE V IS IONS  TO THE  D  S CHE DULE S  E FFE CT THE

C O M P A N Y ' S  C O S T  O F  C A P I T A L  A N A L Y S I S  O R  T H E  A M O U N T

SHOWN ON SCHEDULE A-1?

No.

1

2 ~Q.

3

4 A.

5

6

7

8

9 A.

10.

11

12

13

14

15

16

17

18

19

20

21

22

23

24 A.

25

26

Q- D O E S  T H A T  C O N C L U D E  T H E  S U P P L E M E N T  T O  Y O U R  D I R E C T

T E S T I M ON Y ?

FENNEMORE CRAIG
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1

1 A. Yes .

2

3

4

5

6

7

8

9

10

11

12

5
13

14

15

16

17

18

19

20

21

22

23

24

25

26
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ò
.....

Eo

f=>'lr:> I
!
E
I

£224(\la

|°°-
w !
w a
l~_ =

C :

m

'T
<

Gs
' U

m
ea

u:

a>w
(DD

0 *
.Q

_ a>
12 o

u- ,QO |
E  c

or . J

>r:3U
Lu
_w
a>
2o.cXoo
U)

_w
m
o
l -

<95
L u
_ J
3
D
LU

o
m

(D
3
I -
m
O
&
QWWYW
w a o o m

q) .
o o NW¢W@@9O cf><ru>¢or~ooo>



r

/
I

4

'N
Q
8*

s§'~<'9`

Lu cu-":

591'

~c to ea a>><g cmc

I*

C
8C

8Q
JL'
to

ro
>8'
b
8?o

i*D
a`
'4~
o

E
w

§`o
Q CEL'

<3

k

8 gm
8 s-

Q

6? m

5 26/5 II

C53-kg
v¢",8

2 '
on ro O

JO?
a0-»..

Q B8@/
O

* /\'

\ °

"°<-9
l \

' V s

o

'Vs

/8 '
v
9cy)

o>
\ ~m`

vo
'Ql\I\

wO
CeQ¢D

Lo
\~

WE

78'
m.s>̀ "/_:scI ~»¢,-

\°

"°o.
Q

5-.1

GJ

2?
m

a?
0.

\°

¢5°*°?Q
1r>°'~'Q.

ro I-LIE/
o>
°q
8"

S
<9
51.

:._~8

88°»»kg

56*
cmé'u'=

.983
°`85111,
40<8

,Qu

8 J

. 5
§ ` o

54.9

3
O

,Qc
~8

4°l~»~m
°2<=z, X e

m
m`
vo
"2
*G
cov1~

\~
| -

*nu/

I

Q89
.""

7
/- Q>
I F- l`

c
o~l `] `I

Q Qea 8
§8§8 Q)

m §'o>
Q o 8"

58/~ Wm v,,,<9'D
U)Q

83
<3

;2_Q'_<31r;5.>,<9 I\
,°3



L
1

H

1
2
3
4
5

FENNEMORE CRAIG
Norman D. James
Jay L. Shapiro
3003 N. Central Ave.
Suite 2600
Phoenix, Arizona 85012
Attorneys for Arizona-American
Water Company

6

7

8

9

10

11

12

BEFORE THE ARIZONA CORPORATION comm1ss10n

13

14

I IN THE MATTER OF THE
APPLICATION OF ARIZONA-
AMERICAN WATER COMPANY, AN DOCKET NO. WS-01303A-02-0870
ARIZONA CORPORATION, FOR A
DETERMINATION OF THE
CURRENT FAIR VALUE OF ITS
UTILITY PLANT AND PROPERTY
AND FOR INCREASES IN ITS RATES
AND CHARGES BASED THEREON
FOR UTILITY SERVICE BY ITS
AGUA FRIA WATER DISTRICT, .ITS
ANTHEM WATER DISTRICT AND
ITS ANTHEM/AGUA FRIA
WASTEWATER DISTRICT.

15

16

17

18

19

20

SUPPLEMENT TO DIRECT TESTIMONY OF

DAVID p. STEPHENSON
21

22

23

24

25

26

FENNEMORE CRAIG
A Poor£sslonAL CokpokA1lon

PHOENIX

EXHIBIT



1.

9 \
1

1

1 TABLE OF CONTENTS

2 Page

CAUSE OF INSUFFICIENCY: ANTHEM WATER DISTRICT (no. s),
AGUA FRIA WATER DISTRICT (NO. 4) AND ANTHEM/AGUA FRIA
WASTEWATER DISTRICT (NO. 4) 1

3 I,

4 11.

5 I
6

1373857.1

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21
J

22

23

24

25

26



1
R .

U

1 .

INTRODUCTION

WHAT Is THE PURPOSE OF THIS SUPPLEMENT TO YOUR DIRECT

TESTIMONY?

The purpose of this supplemental testimony is to respond to Staffs List of Items

Causing the Fil ing to be Insufficient dated December 23, 2002 ("Staff

Insufficiency Finding"). In addition, the Company is concurrently fi l ing

supplements to the direct testimony of Thomas Bourassa and Ronald L. Kozo ran

in response to the Staff Insufficiency Finding.

HOW WILL YOUR SUPPLEMENTAL TESTIMONY BE ORGANIZED?

In this testimony, I address Staff's expressed concerns over the application for the

Anthem water, Agua Fria water and Anthem/Agua Fria wastewater districts.

Specifically, I address Staffs conclusion that Arizona-American's rate filings are

insufficient because the Company's D Schedules did not present dollar values.

The remaining items listed as causes of the insufficiency determination are

addressed by Mr. Bourassa and Mr. Kozo ran in the supplements to their direct

testimony filed concurrently herewith.

11. CAUSE OF INSUFFICIENCY: ANTHEM WATER DISTRICT (NO. 5)-
AGUA FRIA WATER DISTRICT (NO. 4) AND ANTHEM/AGUA FRIA
WASTEWATER DISTRICT (NO. 4)

IN THE STAFF INSUFFICIENCY FINDING, STAFF INDICATES THAT

THE D SCHEDULES DO NOT HAVE DOLLAR VALUES. DO YOU

1 I.

2 Q.

3
4 A.

5

6

7

8

9 Q.
10 A.

11

12

13

14

15

16

17

18

19 Q.

20

21

22 A.
23

24

25

26

HAVE ANY COMMENT?

Yes, Staff correctly notes that the D-1 and D-2 Schedules lack "dollar values," but

the Company is not aware that the Commission's rules require that dollar amounts

be included in the D Schedules. The D-1 and D-2 Schedules show the percentages

of debt and equity and their respective cost, including the weighted costs. These

FENNEMORE CRAIG
A PRior£sslonAL CORPORAHON

PHDENIX
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i

schedules provide support for the weighted cost of capital. I also do not believe it

is Staff" s practice to include dollar value in its cost of capital schedules.

HOW DOES THE COMPANY RESPOND TO STAFF'S FINDING

CONCERNING THE D SCHEDULES?

Although Arizona-American disagrees that this is a basis for an insufficiency

finding, we have revised the D-1 and D-2 Schedules for the Anthem water, Agua

Fria water and Anthem/Agua Fria wastewater districts to reflect the amount of debt

and equity in its capital structure. These schedules are attached hereto at Tab A.

PLEASE YOU EXPLAIN THE DOLLAR VALUES YOU PROVIDED.

The amounts shown on the D-1 and D-2 Schedules reflect the debt and equity of

the former Citizens properties of Arizona-American as a whole, rather than on a

district-by-district basis. Because Arizona-American is an Arizona corporation

and raises capital (debt and equity) on a company-wide basis, it is necessary to

identify its capital structure on a company-wide basis. The debt and equity for the

acquisition of the Citizens properties can easily be identified, at this time, and

therefore we have done so for this filing. None of the different rate structures

established during Citizens' ownership, have individual capital structures, nor can

any of the Company's individual districts borrow funds or separately maintain

capital accounts. Consequently, Arizona-American is requesting that its capital

structure for the acquisition of the former Citizens property be used in

determining the cost of capital for each district.

Q. DO ANY OF THESE REVISIONS TO THE D SCHEDULES EFFECT THE

COMPANY'S COST OF CAPITAL ANALYSIS OR THE AMOUNT

SHOWN ON SCHEDULE A-1 ?

No.

1

2

3 Q-

4

5 A.

6

7

8

9 Q.

10 A.

11

12

13

14

15

16

17

18 I

19

20

21

22

23

24

25 A.

26 Q. DOES THAT CONCLUDE THE SUPPLEMENT To YOUR DIRECT
J

FENNEMORE CRAIG
A PROFESSIONAL CoxpoRA'non

PHQENIX
2



TESTIMONY?

Yes.

1

2 A.

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26
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1

INTRQDUCTIQN

WHAT is THE PURPOSE OF THIS SUPPLEMENT TO YOUR DIRECT

TESTIMONY?

The purpose of this supplemental testimony is to respond to Staff's List of Items

Causing the Filing to be Insufficient dated January 13, 2003 ("Staff Insufficiency

Finding"). In addition, the Company is concurrently tiling supplements to the

direct testimony of Thomas Bourassa and Ronald L. Kozo ran in response to the

Staff Insufficiency Finding.

How WILL YOUR SUPPLEMENTAL TESTIMONY BE ORGANIZED?

In this testimony, I address Staffs expressed concerns over the application for the

Tubac water district. Specifically, I address Staffs conclusion that Arizona-

A1nerican's rate filings are insufficient because (1) the Company's D Schedules

did not present dollar values and (2) Staff's contention that the Colnpany's rate

filing does not include compliance with Commission Decision No. 64002. The

remaining items listed as causes of the insufficiency determination are addressed

by Mr. Bourassa and Mr. Kozo ran in the supplements to their direct testimony

filed concurrently herewith.

1 II.

2 IQ.

3

4 IA.

5

6

7

8

9 'Q-

10 A.

11

12

13

14

15

16

17
18 11.

19 'Q.

20

21
22 ~A.

23

24

25

26

CAUSE OF INSUFFICIENCY: TUBAC WATER DISTRICT NO. 4

IN THE STAFF INSUFFICIENCY FINDING, STAFF INDICATES THAT

THE D SCHEDULES DO NOT HAVE DOLLAR VALUES. D() YOU

HAVE ANY COMMENT?

Yes, Staff correctly notes that the D-1 and D-2 Schedules lack "dollar values," but

the Company is not aware that the Commission's rules require dirt dollar amounts

be included in the D Schedules. The D-1 and D-2 Schedules show the percentages

of debt and equity and their respective cost, including their weighted costs. These

schedules provide support for the weighted cost of capital. I also do not believe it

FENNEMORE CRAIG
A PROFF_SS!ONAL CORPGRATION

Pl~loEnlx
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I

How DOES THE COMPANY RESPOND TO

CONCERNING THE D SCHEDULES?

is Staffs practice to include dollar value in its cost of capital schedules.

STAFF'S FINDING

Although Arizona-American disagrees that this is a basis for an insufficiency

Ending, we have revised the D-1 and D-2 Schedules for the Tubae water district to

reflect the amounts of debt and equity in its capital structure. These schedules are

attached hereto at Tab A.

PLEASE YOU EXPLAIN THE DOLLAR VALUES YOU PROVIDED.

The amounts shown on the D-1 and D-2 Schedules reflect the debt and equity of

the former Citizens' properties of Arizona-American as a whole, rather than on a

district-by-district basis. Because Arizona-American is an Arizona corporation

and raises capital (debt and equity) on a company-wide basis, it is necessary to

identify its capital structure on a company-wide basis. The debt and equity for the

acquisition of the Citizens' properties can easily be identified, at this time, and

therefore we have done so for this filing. None of the different rate structures

established during Citizens' ownership, have individual capital structures, nor can

any of the Company's individual districts borrow funds or separately maintain

capital accounts. Consequently, Arizona-American is requesting that its capital

structure for the acquisition of the former Citizens' propertIes be used in

determining the cost of capital for each district.

DO ANY OF THESE REVISIONS TO THE D SCHEDULES AFFECT THE

COMPANY'S COST OF CAPITAL ANALYSIS OR THE AMOUNT

SHOWN ON SCHEDULE A-1 ?

1

2 IQ.

3

4 lA.
5

6

7

8 IQ.
9 A.

10

11

12

13

14

15

16

17

18

19

20

21 Q.

22

23

24 A.

25

26

No.

FENNBMORE CRAIG
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CAUSE OF INSUFFICIENCY: TUBAC WATER DISTRICT NO. 7.

STAFF ALSO CONTENDS THAT THE COMPANY'S RATE FILING FOR

THE TUBAC WATER DISTRICT Is INSUFFICIENT BECAUSE THEY

FOUND NO FILING IN COMPLIANCE WITH COMMISSION DECISION

NO. 64002. HOW DOES ARIZONA-AMERICAN RESPOND?

As correctly pointed out in the Staff Insufficiency Finding, in Decision No. 64002,

which approved the debt financing for the. acquisition of the Citizens' water and

wastewater systems, the Commission ordered the Company to "perform an

analysis that shows the savings resulting from having [American Water] Capital

Corp. provide financing compared to Arizona-American procuring financing from

a non-affiliate." Arizona-American filed the analysis required by Decision No.

64002 on January 13, 2003. Therefore, Arizona-American has complied with the

decision.

I should also note that we do not believe this is a proper basis for finding a

rate filing insufficient in accordance under A.A.C. R14-2-103. Although this

filing was to be made at the time of Arizona-American's next rate filing, there is

no requirement that it be included in the rate application.

included the analysis in the rate application, the Staff compliance officer would

have been unable to verify that the required analysis had in fact been completed

and filed. This would make no sense.

Indeed, if we had

Q. DOES THAT CONCLUDE THE SUPPLEMENT TO YOUR DIRECT

TESTIMONY?

1 II I .

2 Q.

3

4

5

6 IA.

7

8

9

10

11
12

13

14

15

16

17

18

19

20

21 I

22

23 A.

24

25

26

Yes .
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Arizona American
Test Year Ended December 31, 2001

Cost of Preferred Stock

Exhibit
Schedule D-3
Page 1
Witness: Stephenson

End of Test Year End of Protected Year

Line Description
of Issue

Shares
Outstanding Amount

Dividend
Requirement

Shares
Outstanding Amount

Dividend
Requirement

NOT APPLICABLE, no PREFERRED STOCK ISSUED OR OUTSTANDING

No.

1
2
3
4
5
6
7
8
g
10
11
12
l a
14
15
16
17
18
19
20

SUPPORTING SCHEDULES:
(a) E-1

RECAP SCHEDULES:
(a) D-1
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Arizona American
Test Year Ended December 31, 2001

Cost of Common Equity

Exhibit
Schedule D-4
Page 1
Witness: Zepp

Line
No .

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20

THE COMPANY IS REQUESTING 11.5% RATE oF RETURN on COMMON EQUITY.
THE REQUEST IS SUPPORTED BY THE TESTIMONY AND EXHIBITS oF
DR. THOMAS M. ZEPP INCLUDED IN THE FILING.



IN THE MATTER OF THE
APPLICATION OF ARIZONA-
AMERICAN WATER COMPANY, INC.,
AN ARIZONA CORPORATION, FDR A
DETERMINATION OF THE CURRENT
FAIR VALUE OF ITS UTILITY PLANT
AND PROPERTY AND FOR
INCREASES IN ITS RATES AND
CHARGES BASED THEREON FOR
UTILITY SERVICE BY ITS SUN CITY
WATER AND WASTEWATER
DISTRICTS.
IN THE MATTER OF THE
APPLICATION OF ARIZONA-
AMERICAN WATER COMPANY, AN
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1.

Q-

INTRODUCTION

PLEASE STATE YOUR NAME, BUSINESS ADDRESS AND TELEPHONE

NUMBER.

My name is David P. Stephenson. My business address is 303 H Street, Suite 250,

Chufa Vista, California 91910. My telephone number is (619)409-7700.

Q. BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I
I am employed by the Service Company, as the Director of Rates and Planning for

AWW's water and wastewater utilities located in Arizona, California, Hawaii,

New Mexico and Texas, including Arizona-American.1 These five utilities are

commonly referred to as the Western Region. I am also an Assistant Treasurer for

Arizona-American.

I
11.

Q

OVERVIEW AND SUMMARY OF REBUTTAL TESTIMONY

HAVE YOU READ ALL OF THE DIRECT TESTIMONIES OF THE

WITNESSES FOR THE STAFF, RUCO, AND THE TOWN OF

YOUNGTOWN?

Yes, I have.

I Q- DO YOU AGREE WITH ALL OF THE PROPOSED ADJUSTMENTS AND

RECOMMENDATIONS BY EACH OF THE PARTIES?

No, I do not.

Q- WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY IN THIS

PROCEEDING?

1
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4 A.
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The purpose of my rebuttal testimony is to respond to various issues raised in the

testimony of the witnesses for Staff, RUCO and the Town of Youngtown

("Youngtown"). I will generally be covering issues related to: 1) the Company's

1 As applicable, I will use the same abbreviations and conventions in this rebuttal testimony as I utilized
in my direct testimony for Arizona-American.

I
I
I
I
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overall filing, the test period and the timing of the filing, 2) the acquisition

premium, 3) inclusion of Service Company charges in the test period, 4) rate case

expense, 5) issues related to capital structure and cost of debt, and 6) issues related

to the financial integrity of the Company.

III.

Q-

SUMMARY OF ARIZONA-AMERICAN'S REQUEST FOR RATE RELIEF

WHY DID ARIZONA-AMERICAN SEEK R.ATE RELIEF USING A 2001

I
I

TEST YEAR?

The Company tiled for rate relief because the rates being charged in most of the

water and wastewater districts acquired from Citizens are inadequate to allow for

recovery of operating expenses and a reasonable return on the Company's

investment in plant to serve customers. for ease of

presentation, the period ending December 31, 2001, was the appropriate test period

for this case as it is closely aligned with the purchase of the Citizens Assets by

Arizona-American.

We determined that,

Q- DO YOU AGREE WITH STAFF AND RUCO THAT THE RATE FILING

I
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WAS BASED ON A "STALE TEST YEAR"? V

No. Staff witness Darron Carlson alludes to his belief that these cases are based

on a stale test year. Direct Testimony of Derron W. Carlson ("Carlson DT") at 10-

ll. However, Mr. Carlson never defines "stale" nor explains why the Company's

filings should be considered stale. RUCO witness Rodney Moore uses the word

stale along with other unfavorable adjectives to describe information provided by

the Company. Direct Testimony of Rodney L. Moore ("Moore DT") at 2, l. 23.

Like Mr. Carlson though, Mr. Moore provides no definition or description for this

term, and never really claims that the applications were stale, only that certain

information should be considered stale.

In response to Company data request 2.15, Staff defined stale as "havingI
I
I
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I

lost freshness" and further stated that the test year chosen by Arizona-American

"doesn't appear to be the most recent practical year." See Staff Response to Data

Request 2.15, copy attached hereto as Stephenson Rebuttal Exhibit 1. Again,

however, Staff provides absolutely no support for Mr. Carlson's contention that

Arizona-American did not use the most practical test year, nor does Staff present

any evidence as to what would be considered a more practical test year.

Q- WAS THE COMPANY'S FILING BASED ON THE MOST PRACTICAL

TIME PERIOD AVAILABLE?

I
Yes, as explained in my direct testimony, Arizona-American had no choice but to

use the time period and data that it did to file these cases. To use a 2002 historical

year and test year, Arizona-American would have had to wait until well past year-

end 2002 to compile and prepare the filing and, by that time, we would have been

prohibited from seeking rate relief due to the three-year moratorium imposed in

Decision No. 63584 (December 12, 2001). The Company would have incurred

severe financial hardship had it not sought rate relief for another three years.

Q- WHY COULDN'T ARIZONA-AMERICAN FILE BASED ON SOME

OTHER 12-MONTH PERIOD ENDING AT SOME POINT IN 2002?

I
Quite simply it would have been impossible to file a case based on a partial year of

Citizens data and a partial year of Arizona-American data. The two companies use

different accounting and customer billing software programs. The output of these

programs would have made it impossible to integrate the data successfully.

Q- WHY DID ARIZONA-AMERICAN TELL STAFF THAT IT WOULD FILE

FOR RATE RELIEF BASED ON A JUNE 30, 2002 TEST PERIOD?

I
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19

20

21

22

23

24 A.

25

26

To my knowledge we never made such a representation to Staff, as Mr. Carlson

alleges. Carlson DT at 13. It is possible that we said we would cut off plant

addition as of June 30, 2002, providing the case was tiled in July or August 2002,
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but given the fact that we could not use a partial year of Citizens' data and a partial

year of Arizona-American data, it was never even a consideration to file on any

other period than a test period ended December 31, 2001 .

Q- DID THE COMPANY TELL STAFF THAT IT WOULD FILE THE CASE

WITH NO POST-TEST YEAR PLANT ADDITIONS?

No, although we did indicate that we would not file a case with pro forma plant

additions further than three months beyond the filing date. This is consistent with

the rate applications we filed in late November 2002, with pro forma plant

additions through December 31, 2002. As Staff agrees, this was also consistent

with Decision No 6183 l. Carlson DT at 12.

Q- DID STAFF AGREE WITH THE INCLUSION OF THESE PLANT

ADDITIONS THROUGH DECEMBER 31, 2002?

Yes, Mr. Carlson explains why Staff accepted the Company's proposal to include

non-revenue producing plant additions completed and placed in service by

December 31, 2002. Carlson DT at 14-16.

Q,

1

2

3

4

5

6 A .
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DO YOU AGREE wITH RUCO'S TESTIMONY (MOORE DT AT 2) THAT

LARGE PERCENTAGE OF THE INFORMATION PROVIDED BY

THE COMPANY WAS IRRELEVANT, STALE, INCOMPLETE, NON-

VERIFIABLE, POORLY FORMATTED, SUSPECT AND/OR

" A

UNTIMELY"?

No. Frankly, the RUCO witness, Mr. MoOre, is exaggerating the circumstances in

these proceedings, and mischaracterizing the information provided by the

Company. Mr. Moore states that over 300 questions on 39 sets of data requests,

numerous telephone conversations and several face-to-face meeting were held,

illustrating that there were problems with the data provided by the Company.

Moore DT at 2-3. This is absurd given that such discovery would be expected in a
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rate case involving 10 separate operating water and wastewater districts, all of

which have not had rate cases filed with test periods on or before 1995. In some

districts, there has not been a rate case filed since 1988. I am not sure what Mr.

Moore expected.

Q~ WOULD THE SITUATION MR. MOORE COMPLAINS OF HAVE BEEN

IMPROVED IF ARIZONA-AMERICAN WAITED TO FILE BASED ON A

LATER TEST YEAR?

I
I
I

No, it would not have been any better had the Company waited to tile. In fact, it

would have been much worse. All of the information Mr. Moore refers to is plant-

related data. All of the historical plant data had to come from Citizens, and the

longer the Company waited the more likely that the data would have not been

available. The Company had a working arrangement with Citizens for a period of

one year after the close of the sale. Citizens bent over backwards to provide all of

the data that they had available, however, Citizens is no longer in the water and

sewer service business. Some of the historical data had been purged from their

systems prior to the Citizens' Acquisition. By way of comparison, in the Paradise

Valley rate case tiled in 1989, there were over 1200 data requests and sup-parts,

even though Paradise Valley is just one operating district serving approximately

4,500 customers.

Q. MR. MOORE ALSO STATES THAT HE SPENT NUMEROUS HOURS

TRYING TO RECONCILE THREE DIFFERENT BILL COUNTS. Is

THAT INAPPROPRIATE?

I
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23 A.
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26

Not in the least. Again, there are 10 separate operating districts seeking rate relief

in this case, many with diverse tariffs, and several of these have not been through

rate proceedings in more than a decade. The rates for some of the districts, which

the Commission approved, are quite complicated. The Company inherited three

r
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rate structures, and also spent a considerable amount of time dealing with them.

The bottom line is, again, that this is a complicated rate case. Consequently, Mr.

Moore's complaints have no basis.

Q. DO YOU AGREE THAT MUCH OF THEDATA CONTAINED IN THE

FILING WAS NOT RELEVANT BECAUSE ARIZONA-AMERICAN DID

NOT OWN THESE DISTRICTS DURING THE TEST PERIOD OF 2001?

No, I do not agree. The fact is that operation and maintenance expenses are

incurred in each of these districts and are materially similar whether under

Citizens' or Arizona-American's ownership. The rate base at the district level also

did not materially change with the change in ownership. Further, although

administrative and general costs, i.e., overhead from the parent and/or affiliated

service providers, will differ depending on how the parent wishes to administer all

operations, this merely supports the pro gonna adjustments recoimnended by

RUCO and the Company, i.e., use of  the 2002 recorded data for Arizona-

American's corporate and Service Company charges. Again, I will emphasize that

this has no impact on the plant and district level operating expenses of each of the

districts.

1
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7 A .
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23 A.

24

25

26

Q- Ms. DIAZ-CORTEZ STATES, HOWEVER, THAT THE ESTIMATES

USED BY THE COMPANY TO REPLACE THE CITIZENS'

MANAGEMENT FEES WERE CLEARLY SPECULATIVE. DOES RUCO

REALLY AGREE WITH THE USE OF THE SERVICE COMPANY FEES

IN 2002 TO DETERMINE THE REVENUE REQUIREMENT?

Yes. Ms. Diaz-Cortez is correct that the filing contained estimated numbers for

the Service Company and corporate charges. This was a timing issue later

corrected when the Company, as part of its responses to data requests, provided the

actual 2002 charges to all parties requesting such information, including Staff and
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I

I

RUCO. These actual expenses are obviously not speculative. These recorded

2002 charges would not change and certainly are not reasonably considered

speculative. In fact, as provided in an analysis by Mr. Bourassa in his rebuttal

testimony, the estimated charges Arizona-American provided in the filing are

extremely close to the actuals recorded by Arizona-American for 2002. Therefore,

I would suggest that Arizona-American is not basing its request for the rate relief

on estimates or speculation, but on accepted ratemaking principles including using

pro forma adjustments to normalize for known and measurable changes. See

A.A.C. R14-2-103(A)(3)(i).

I Q- WHAT ABOUT COMPLAINTS THAT IT WAS TIME CONSUMING TO

ANALYZE THE 2002 DATA OF THE SERVICE COMPANY?

I
I
I
I
I

I would expect that it would be. It should always take time to analyze data to

ensure that proper charges were allocated to each district. I applaud RUCO for

their analysis and their conclusion that AWW properly allocated costs to Arizona,

as must be the fact since they detennined that the recorded costs in 2002 for the

Service Company were appropriate. Direct Testimony of Marylee Diaz-Cortez

("Diaz-Cortez DT") at 21-22, see also Rebuttal Testimony of Thomas J. Bourassa

("Bourassa RBT") at 20-27 (explaining inappropriate adjustments made by RUCO

in their determination of the appropriate level of expense).

I
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Q. DO YOU AGREE WITH MR. MOORE THAT A PROBLEM EXISTED

WITH THE COMPANY PROVIDING THE COMMISSION'S APPROVED

1995 PLANT BALANCES?

I

I agree that there was a problem in understanding the prior Commission decision

and that the Company may have been unable to provide every possible piece of

evidence concerning plant costs. However, as discussed above, the longer the

Company waited to file a case, the worse this situation would have been. As

I
I
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I explained earlier, both Citizens and A provided all the data they could in the

most expeditious manner. If Arizona-American had deferred the rate case, much

less data and assistance would have been available from Citizens.I
I

Q- DO YOU AGREE THAT MANY PLANT ENTRIES AND RETIREMENTS

HAD TO BE ANALYZED WITHOUT VERIFICATION DUE TO A LACK

OF SOURCE DOCUMENTS?

I
I

I

I

Again, there was some source documentation that was not available from Citizens.

However, in my view, this comes down to a lack of trust on RUCO's part The

computer documentation that was available was provided. Citizens provided all

documentation that was necessary to verify that expenditures were made for plant

additions in each and every year. Under any practical auditing methodology,

tingly believe that more than Sufficient information was provided to detennine

appropriate capitalization of assets from the last test period to the current test year

for each district.

I
I
I

BUT WOULDN'T THE CLAIMED LACK OF SPECIFIC ALLOCATION

FACTORS RUCO DISCUSSED CREATE PROBLEMS IN DETERMINING

THE PROPER LEVEL OF EXPENSE CHARGED TO EACH OPERATING

DISTRICT?

I
I
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26I

Absolutely not. Arizona-American does not specifically allocate Service Company

charges or general corporate charges to each operating district. Instead, Arizona-

American has a corporate district to which all of these costs are charged. The

Company did explain how it suggested allocating the charges to each of the

districts based on very specific factors. This information was provided in the

initial tiling. All parties have the right to differ on how charges should be

allocated, but it is clearly the obligation of each party to do its own analysis if it

disagrees with the Company's proposal. If RUCO suggests that it created more

I
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work for them to due their own allocation, RUCO may needto consider their own

methodology. This does not mean, however, that the Company's allocation

methodology was inadequate or improper.

Q. MR. STEPHENSON, DOES THAT MEAN YOU AGREE WITH RUCO'S

CONTENTION THAT (MOORE DT AT 4) "ANY DETERMINATION OF

THE RATEMAKING ELEMENTS BASED ON THIS APPLICATION AS

FILED WOULD NOT ACCURATELY REPRESENT THE ACTUAL

PRESENT VALUE OF RATE BASE, OPERATING INCOME,

OPERATING EXPENSES AND/OR REVENUE REQUIREMENT"?

Again, absolutely not. RUCO simply wishes to delay rate increases as long as

possible. The rate base determination is as accurate as humanly possible given the

length of time between f ilings and the closing of Citizens water and sewer

operations. Operating income is no more than the subtraction of revenues and

expenses. Operating revenues were verified by all parties as accurate. Operating

expenses were the recorded cost of the operating districts for the historical test

period. Operating expenses of the Service Company and AWW Corporate Office

were the actual costs for 2002, and are ref lective of the current operating

philosophy of the parent, as RUCO agrees. Diaz-Cortez DT at 21-22.
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IV.

Q I

ACQUISITION ADJUSTMENT

STAFF AND YOUNGTOWN HAVE BOTH SUGGESTED THAT THE

COMPANY HAS INAPPROPRIATELY INCLUDED THE "PREMIUM"

THAT THE COMPANY'S PARENT, Aww, PAID IN THE CITIZENS'

ACQUISITION TO CITIZENS AS PART OF RATE BASE. DO YOU

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

AGREE?

Not really. As a preliminary matter, I should note that the "premium" is really not

a premium. Instead, it is the difference between the recorded book costs, less
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I

I
I
I

depreciation, of Citizens' utility plant and assets and the purchase price negotiated

between Citizens and Arizona-American and its parent, AWW. The purchase

price ref lected the current value of  Citizens' utility plant and assets. For

accounting purposes (not valuation purposes), an acquisition adjustment or

"premium" is recorded on the books of Arizona-American based on the purchase

price paid. .

In its direct filing, the Company did mistakenly include the recovery _of the

acquisition premium through amortization as part of depreciation expense. This

was inappropriate due to the fact that the Company was not requesting that the

revenue requirement in these applications be based on the inclusion of a return 9

the premium. This has been corrected by removal of the return gr the premium

(amortization) in the revenue requirement. The Company did not include a return

the premium in the revenue requirement. The Company, according to the

Arizona Constitution, has requested that its rates be detennined based on the "fair

value" of its utility plant and property at the time rates are set. The Company has

not included any acquisition adjustment or premium in its fair value rate base

("FVRB").

Q-

I
I

so YOU AGREE THAT THE COMPANY Is, BY COMMISSION ORDER,

"REQUIRED TO DEMONSTRATE THAT CLEAR, QUANTIFIABLE AND

SUBSTANTIAL NET BENEFITS TO RATEPAYERS HAVE RESULTED

FROM THE CITIZENS' ACQUISITION THAT WOULD NOT HAVE

BEEN REALIZED HAD THE TRANSACTION NOT OCCURRED

BEFORE THE COMMISSION WILL CONSIDER RECOVERY OF ANY

ACQUISITION ADJUSTMENT IN A FUTURE RATE PROCEEDING"?I
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26I
Yes, in accordance with Decision No. 63584, as I clearly discussed in my direct

testimony. I further explained that Arizona-American has not attempted to prove

I
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the net benefits at this time. Obviously, we have provided a showing of what net

benefits might be expected, and as shown later in this testimony, we do have a

reasonable idea of the quantity of some of those benefits, but an acquisition

adjustment is not requested in this case.

I Q.

I
so YOU DISAGREE WITH STAFF THAT ARIZONA-AMERICAN IS

PROPOSING TO RECOVER THE ACQUISITION ADJUSTMENT BY

INCLUDING IT IN THE ORIGINAL COST RATE BASE?

I
I
I

I strongly disagree with Staff, which is merely attempting to conceal their rejection

of fair value ratemaking. The Company has included an acquisition adjustment in

the recorded historical original cost plant because it is required under any

acceptable regulatory accounting methodology. This is the recorded plant balance

on the books of the Company, and it has to be shown as part of the historical data.

However, the Company has not requested that the revenue requirement be based

on its original cost rate base as explained throughout our direct filing. Instead, we

have requested a revenue requirement based on FVRB, excluding the acquisition

adjustment.

Q,

I
I
I

HOW DOES THE COMPANY RESPOND TO STAFF'S CLAIMS THAT

THERE ARE MANY ISSUES TO CONSIDER BEFORE ARIZONA-

AMERICAN SHOULD BE ALLOWED TO RECOVER ANY PORTION OF

THE ACQUISITION ADJUSTMENT?

I
I
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Staff"s comments raise several issues. The first of which was the "gain" Citizens

received on the sale. I do not agree that the gain is to be considered in the context

of a demonstration of the benefits because the Citizens' "gain" and the acquisition

adjustment are two completely different items. The "gain," whatever it may or

may not be, belongs to Citizens. If the Commission thought that "gain" should be

shared, it would have done so as a condition at the time of approval of the sale,
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RUCO argued for such treatment at that time. The Commission has ruled that the

"gain," whatever it may be or not be, is to be retained by Citizens. Thus, the

acquisition adjustment is all that should be considered. Besides, it is important to

keep in mind that to the extent that there was any "gain," Citizens obtained the

benefits from it - not Arizona-American.

I do agree with Staff that the mere change in ownership is not sufficient

justification for increasing rates by providing for the revenue requirement on an

acquisition adjustment. However, I disagree that the acquisition harmed ratepayers

due to the elimination of accumulated deferred taxes and investment tax credits. In

fact, by year four after the transaction, Arizona-American will have greater

deferred taxes on its books than would have been recorded on the books and

records of Citizens because the acquisition adjustment will be amortized over 40

years for book purposes as compared to 15 years for tax purposes. Based on the

Company's requested use of the mortgage style amortization, very little book

amortization would be recorded in the initial years. The approximate balance of

the deferred taxes in year four, due solely to the acquisition adjustment, will total

over $6.5 million. See Stephenson Rebuttal Exhibit 2.

Staff has also testified that the Company's overhead costs are higher than

Citizens, another detrimental effect. This is simply not true. When normalized,

Arizona-American actually has lower overheads than Citizens. Bourassa RBT at

24-25.

Finally, Staf f  claims that the benef its derived would not have been

obtainable by Citizens. This point is simply speculation. There is no way to know

what Citizens would or would not have obtained at some unknown time in the

future. However, since the Company has not undertaken any study on that aspect

to this point, I do not believe it has any relevance at this time.

I
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I Q- ARE THERE ANY OBVIOUS NET BENEFITS FROM THE

TRANSACTION THAT HAVE ALREADY BEEN REALIZED BY

RATEPAYERS?I

I
I
I
I
I
I

I

I

Yes, all parties to this case have already recognized a substantially lower cost of

capital due to the acquisition. In fact, as I will show later in this testimony, this is

one example of  the Staf f  picldng and choosing the lowest cost of  service

components, irrespective of their stated position that all components of the test

period must match using historical data. See, e t ., Direct Testimony of Joel M.

Reiker ("Reiker DT") at 3-4. The Company has proposed in these filings to use

the capital structure and the cost of debt after acquisition. The current capital

structure is composed of over 60 percent debt, in comparison to Citizens' historical

capital structure of only 49 percent debt. Citizens' imbedded cost of debt was

approximately 7 percent compared to that recommended by Staff in this case for

the Company of 4.59 percent. These two items alone produce a cost of capital for

Citizens based on their historical debt/equity ratios and using Staffs suggested 9.7

percent cost of equity of over 8.3 percent. Staff has recommended a rate of return

on rate base for the Company of 6.6%. This is 170 basis points lower than that

which would have been used by Citizens. Using Staffs recommended, albeit

improper, original cost rate base of over $91.5 million and a gross revenue

conversion factor of 1.63, the Company has reduced the revenue requirement by

over $2.2 million due to the Citizens' acquisition. Staff, and all other parties

criticizing Arizona-American, have failed to mention this benefit, despite using

this post-acquisition capital structure in the development of  their revenue

requirement. I will speak further to the cost of capital components later in this

testimony.
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Q. YOUNGTOWN'S CONSULTANT TESTIFIES (BURTON DT AT 10) THAT

THE ACQUISITION ADJUSTMENT "SEEKS" TO ADJUST THE

UTILITY'S BOOKS so THAT THE PLANT'S BOOK VALUE Is CLOSER

TO THE AMOUNT PAID BY THE WILLING BUYER. DO YOU AGREE?

No, I do not agree. As I explained, the acquisition adjustment L the difference

between the purchase price paid and the book value of the assets purchased,

period. According to every accounting standard I am aware of, the purchase must

be recorded in a manner that reflects the total price paid for the assets. It follows

that the acquisition adjustment has to be recorded in the original cost records as the

difference between the price paid and the book cost of the assets acquired. It

would appear that Youngstown's consultants are mistakenly confusing the book

treatment of the acquisition adjustment with the ratemaking treatment. Recording

for book purposes is, however, immaterial to ratemaking treatment, as I explained.
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Q- YOUNGTOWN'S WITNESS FURTHER TESTIFIES (BURTON DT AT 9)

THAT "IF THE FVRB BASED ON RCND CAUSES RATES TO BE

HIGHER THAN WHAT THEY WOULD BE UNDER A STRAIGHT OCRB

APPROACH As IN THIS CASE,  THEN THE UTIL ITY MUST

DEMONSTRATE A PUBLIC BENEFIT JUSTIFYING THE USE OF RCND

IN THE FVRB DETERMINATION." DO YOU HAVE ANY COMMENT

ON THIS TESTIMONY?

This is an unsupported legal argument. I am not surprised that Youngstown's

consultants do not understand Arizona law, however, as they admitted in responses

to the Company's data requests they have no experience with rate making in

Arizona or, for that matter, anywhere that follows the "fair value" approach. See

Stephenson Rebuttal Exhibit l(Youngtown Response to Data Request 1.1d). l am

not a lawyer but I understand that the Arizona Constitution obligates the

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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I
I
I
I
I
I
I

Commission to determine the fair value of Arizona-American's property and to use

that finding in setting rates. I am not aware that this constitutional mandate applies

only if  the ut i l i ty shows "ratepayer benef it" f rom a fair value f inding, as

Youngstown's witnesses seem to believe.

It also appears that Youngstown's witnesses may believe that fair value is

detennined by including the acquisition adjustment in the original cost rate base.

The Company did not propose such a determination, nor is it, to my knowledge,

required by any applicable statute, law or rule. Therefore, Youngstown's "straw-

man" methodology should be rejected.

I Q. SHOULD THE COMPANY'S REQUEST FOR ACCOUNTING

TREATMENT OF THE ACQUISITION ADJUSTMENT BE DEFERRED?

I
I
I
I
I
I
I
I

No, Youngtown is wrong in this regard as well. Direct Testimony of Michael G.

Burton ("Burton DT") at 12-l3. The request for the accounting treatment of the

acquisition adjustment is entirely independent of whether or not the Commission

will grant the acquisition adjustment in rates, when and if the Company makes

such a request. Financial Accounting Board Standard ("FAS") 71 requires that any

utility seeking a book treatment dif ferent f rom that required under normal

accounting obtain a Commission order allowing the different treatment.

Consistent with FAS 71, and as explained in my direct testimony, the

Company is seeking Commission approval to amortize the acquisition adjustment

over 40 years using a mortgage style amortization. If the determination is not

made in this case, again as I stated in my direct testimony, the Company will have

to amortize the acquisition adjustment over 40 years on a straight-line basis

leading to a mismatch with the distribution of any of the benefits that could and

will be proven.
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I
I
I HAVE ANY RELATIONSHIP TO THE DETERMINATION OF NET

BENEFITS?

I
I

No, the approval of the .recovery period and method pertains specifically to the

book treatment, not necessarily ratemaking. As I stated earlier, the Company must

have this determination to vary from normal accounting treatment.

I Q- Is IT LOGICAL AND APPROPRIATE TO DETERMINE THE DOLLAR

VALUE OF THE ACQUISITION ADJUSTMENT BEFORE THE

ACCOUNTING TREATMENT?I
I
I
I
I

Yes it is. I agree with Youngstown's consultants on-this point. However, contrary

to the Youngtown consultant's claims, the dollar value of the acquisition

adjustment is known and is recorded in the books and records of the Company. I

am unaware of any reason that the accounting treatment has to be delayed until a

determination of the acquisition adjustment is finalized for ratemaking purposes.

As stated above, book treatment and ratemaking treatment are two separate and

essentially unrelated matters. Thus, the treatment of the acquisition adjustment for

book purposes is appropriate in this case, irrespective of the future ratemaking

treatment.I
I

Q- SHOULD THE ACQUISITION ADJUSTMENT BE ALLOCATED TO

EACH OF THE COMPANY'S OPERATING DISTRICTS BASED ON NET

PLANT?I
I
I
I
I
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No, this is yet another unsupported assertion of Youngstown's consultants. Direct

Testimony of Andrew J. Burnham ("Burnham DT") at 9-10. Arizona-American's

parent company, AWW, has allocated the acquisition adjustment to each of the

states where assets were purchased from Citizens. The methodology adopted in

each of these states called for allocation of the acquisition premium based on gross

plant. The methodologies at the parent level and the state level have to be
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consistent. To adopt a different method at this point to suit a particular party's

ratemaking objectives is inappropriate and unwarranted.

AMERICAN WATER WORKS OVERHEADS AND SERVICE COMPANY
CHARGES

Q- DO YOU AGREE WITH RUCO THAT SERVICE COMPANY COSTS,

GENERAL OFFICE COSTS AND OVERHEADS BASED ON 2002

ACTUALS SHOULD BE USED IN DETERMINING THE REVENUE

REQUIREMENT IN THIS CASE?

Yes, with adjustments to reflect the normalized actual amounts recorded in 2002.

Mr. Bourassa discusses the particular expenses in his rebuttal testimony. Bourassa

RBT at 20-27.

Q- THEN YOU DISAGREE WITH THE STAFF RECOMMENDED USE OF

CITIZENS' 2001 RECORDED EXPENSES?

The Company strenuously disagrees with Staff on this point. Use of Citizens'

recorded administrative expenses in 2001 is inappropriate for a number of reasons.

First, these Citizens' expenses bear no relation to the administrative and general

management expenses the Company will incur during the time the new rates will

be in effect. Second, as explained by Mr. Bourassa, the amounts recorded by

Citizens during the test year are extraordinary and irregular. SeeBourassa RBT at

24. In other words, and consistent with the Commission's rules, and its customary

practice, pro forma adjustments are required to obtain a nonna or more realistic

relationship between revenues, expenses and rate base for the test year. See

A.A.C. R14-2-l03(A)(3)(i).
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Q- WOULD YOU PLEASE SUMMARIZE THE REASONS THAT THE

CITIZENS' OVERHEAD AND SERVICES CHARGES IN 2001 ARE NOT

REFLECTIVE OF A NORMAL LEVEL OF EXPENSE, EVEN FOR

I
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I
I
I
I
|
I
I
I
I
I

CITIZENS?

As Mr. Bourassa explains, Citizens' charges for these expenses in 1999 and 2000

were significantly higher. In fact, the average of the 1999 and 2000 charges is

over $1.3 million higher than the pro forma charges from 2002 the Company

proposed to use. The reason for this large disparity in Citizens charges in 2001 is

clearly due to the pending sale of their water and sewer assets. Citizens was

winding down its operations and eliminated various personnel and expenses as it

transitioned toward a telecommunications utility. This included management

personnel, benefits and other vital management services.

Again, proper ratemaking calls for adjustments for known and measurable

occurrences. This is obviously a known and measurable occurrence, as reflected

by the significant decrease in Citizens' expenses from 1999 and 2000 to 2001,

when the sale was pending. This casts serious doubt as to whether the

extraordinarily low Citizens overheads and other service charges Staflf"s seeks to

utilize for setting rates have any realistic relationship to the charges the Company

will incur during the period the rates are in effect.

I Q-

I

ARE THERE ANY OTHER REASONS WHY IT IS INAPPROPRIATE T()

USE CITIZENS' RECORDED EXPENSES FOR ADMINISTRATIVE AND

GENERAL MANAGEMENT UNDER ARIZONA-AMERICAN AND

AWW'S OWNERSHIP?I
I
I

Quite simply, Citizens no longer owns and operates any of  the water and

wastewater operations at issue in this proceeding. The expenses allocated to these

districts by Citizens' management have no relationship to the expenses that will

incurred by Arizona-American to provide water and wastewater utility service in

these districts at the time the rates will be in effect.
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26 Q. BUT, MR. STEPHENSON, HAVEN'T ALL PARTIES CONSISTENTLY
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PROPOSED THE USE OF THE RECORDED EXPENSES FOR ALL

CTHER EXPENSES?

Yes. However, as explained above, the operation and maintenance (O&M)

expenses charged directly to each of the Arizona-American districts will not

materially change. Thus, the O&M expenses actually recorded in 2001, the test

year, are, for the most part, known and measurable expenses, and should be

matched with 2001 revenues. The Service Company charges, AWW General

Office charges and overheads for 2002 are not dependent on the revenues or other

expenses charged directly to each of these distnlcts to supply utility service at the

district level and are now known and measurable.

Q- WHAT ABOUT STAFF'S CLAIM THAT THE AWW EXPENSES ARE

NOT KNOWN AND MEASURABLE?

It appears that Mr. Iggie, the Staff witness who provided this testimony, is basing

this view on the Company's original filing, which necessarily used an extrapolated

12 month average for Service Company and AWW overhead charges based on the

recorded level of expense from April 2002 through July 2002. l agree that the

actual 2002 costs were not precisely known and measurable until year-end 2002.

However, following acceptance of the filing by Staff in January 2003, the

costs for the year 2002 were known and were provided to Staff during the

discovery and audit process. This same data was provided to RUCO, which,

unlike Staff, recognized that the Citizens' data bears no relationship to the

Company's expenses on a going-forward basis.

actual
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Q- HOW DOES THE COMPANY RESPOND TO MR. IGWE'S SUGGESTION

THAT THE GOING FORWARD MANAGEMENT COSTS SHOULD BE

REJECTED ABSENT A COMMENSURATE BENEFIT TO RATEPAYERS

BECAUSE THERE is A SIGNIFICANT DIFFERENCE WHEN

I
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I
I

COMPARED WITH THE CITIZENS 2001 NUMBERS?

I
I
I
I
I
I
I
I
I
I

First, I know of no regulatory rule or accepted method that requires the

demonstration of "benefits" due a known and measurable change in going forward

expenses. Staff is also unaware of any authority for Mr. Iggie's testimony. See

Stephenson Rebuttal Exhibit 1 (Staff Responses to Data Request 2.32 and 2.33).

Indeed, applying Staflf"s logic, it would be improper to adjust purchased power

expense or payroll tax expense based on known changes in these expenses because

customers don't "benefit" from them. This is contrary to A.A.C. R14-2-

103(A)(3)(i). Further, Staff cannot show how its adjustments provide a

commensurate benefit to ratepayers, beyond lower rates. 4 In any event, the

Company has the obligation to show the appropriate level of expense and further

to demonstrate that the costs are necessary to the provision of service. No party to

this case has questioned any of the Company's particular expenses relative to the

going-forward administrative costs .

Second, and perhaps more importantly, as explained above, the level of

expenses recorded on the books and records of Citizens in 2001 is not

commensurate with the normal operation of the districts at issue in this proceeding.

In fact, the 2001 expenses do not even correspond to Citizens' actual expenses in

1999 and 2000. Thus, they have no bearing on the determination of rates in this

proceeding.I
Q-

I
DO YOU AGREE WITH THE STAFF'S PROPOSAL TO USE THE LEVEL

OF WAGES, SALARIES AND BENEFITS As RECORDED ON THE

BOOKS AND RECORDS OF CITIZENS IN 2001?

I
I
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No, for the same reason that I disagree with the Staffs proposal to use Citizens'

recorded administrative and general recorded costs from 2001. Included in the

recorded salaries, wages and benefits are the costs related to employees who no

I
I
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I
I
I
I
I
I
I
I

I
I

I

longer provide any water and wastewater related services to ratepayers in the 10

operating districts at issue in this case. These employees were tenninated at the

time of the acquisition, or before, as a result of the purchase of the Citizens' assets.

The recorded expenses in 2001 do not reflect known and measurable information

relative to Arizona-American's costs of providing service following the change in

ownership. Nor does the recorded level of expense include annualized levels

based on an entire year of operation. Citizens tenninated many employees before

the closing of the purchase by AWW. These terminated employees' positions and

jobs were rep laced in  the organizat ion by a port ion of  the increase in`

administrative fees. Because Staff didn't annualize the recorded level of expense

in 2001, they have understated the actual Citizens expense to manage and operate

these systems.

Finally, one other point should be considered. In  Apr i l  2002 ,  a l l  o f

Arizona-American's employees were granted their annual salary adjustment, a fact

ignored by Staff. This is obviously a known and measurable change typically

considered in the detennination of the revenue requirement. The Company,

therefore, made a pro forma adjustment to annualize wage, salary and benefit

levels based on the actual number of employees after the completion of Citizens'

acquisition and the known and measurable level of each of these items at the time

of filing.
I Q-

I
DO YOU HAVE OTHER COMMENTS TO MAKE ABOUT STAFF'S

RECOMMENDATION AS IT RELATES TOADMINISTRATIVE COSTS,

SALARIES, WAGES AND BENEFITS?

I
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Yes, another point Staff repeatedly makes is that all of the items contained in the

revenue requirements have to be matched to the appropriate period. Yet, Staff

conveniently ignores this concept when it chooses. For example, Staff claims that

I
I
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I
I
I
l
I
I
I
I

the 2001 recorded salaries, wages and benefits are the only known and measurable

amounts. It was obvious that the 2002 amount was known to Staff well before

they f iled their direct testimony and schedules, just like the pro forma plant

additions for 2002 Staff allows because they were known and measurable during

the same time period. These plant items were recorded on the same 2002 books

and records of the Company as the recorded administrative expenses and salaries

and benefits. Moreover, Staff used the December 31, 2002 actual capital structure

of the Company (with minor adjustments) in the detennination of the cost of

capital, and accepted the Company's proposed adjustment to revenues for the

Anthem district to include in-lieu revenue payments by Del Webb that will not

begin until 2004. The latter adjustment goes well outside the test year.

Q~ DO STAFF'S RECOMMENDED POSITIONS HAVE ANY COMMON

THREAD?

I
Unfortunately, yes. Frankly, it seems impossible to escape the conclusion that

Staff is picking and choosing those expenses that result in the lowest possible

revenue requirement. This is the only common thread between all of these

otherwise inconsistent positions.

Q. DO YOU HAVE ANY OTHER COMMENTS ON THE ISSUE OF PRO

FORMA ADJUSTMENTS?

I
I

Yes, I have one other item to note. Staff has removed Citizens' customer billing

plant from the recommended rate base. However, they have not recommended

allowance of any of the AWW administrative costs that contain the billing costs.

This basically eliminates any of the costs of the billing assets from consideration in

the revenue requirement. Again, this is inconsistent as well as inappropriate.
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VI.

Q-

RATE CASE EXPENSE

DO YOU AGREE W ITH ANY OF THE OTHER PARTIES'

I
I
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I
I
I RECOMMENDATIONS CONCERNING THE APPROPRIATE LEVEL OF

I
RATE CASE EXPENSE?

I agree with Staff that the Company's requested rate case expense is appropriate.

The Company requested that it be allowed to include in the revenue requirement

$715,000 of rate case expense amortized over 3 years. Staff has recommended

approval of this request.

Q- WHAT HAS RUCO RECOMMENDED?

I
I
I

RUCO recommends that the level of expense be reduced to $418,941 amortized

over 3 years. This recommendation is based on RUCO's comparison of Citizens'

authorized level of rate case expense from in their last rate decision, issued in 1997

and inflated to today's costs. However, as noted by RUCO, Citizens only filed

applications for six of its districts in the last case, a little over one-half of the

districts filed in this case. Obviously, the greater the number of districts involved

in the rate case, the greater the expense will be. Additionally, the level of rate case

expense is dependent on a multitude of factors, including customer notices, use of

outside consultants, interveners, and other items, such as the number and

magnitude of the issues in dispute. RUCO's straight-line comparison, unadjusted

for anything but inflation, ignores all of these factors .

I WHY SHOULD THE coMM1sslon CONSIDER AN INCREASE IN THE

LEVEL OF CONSULTANT CHARGES?I
I r

I
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Because Citizens employed specific individuals who were assigned the task of

prosecuting rate applications. All of these charges were included in the

management fees charged to the districts. This is not the case for AWW and

Arizona-American. All of the salaries of these Citizens' employees were

eliminated after the Citizens' Acquisition. The outside consultants, including

attorneys, are retained to replace the employees that had previously been used in

I
I
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I
I

Arizona to prosecute rate applications and handle other regulatory matters making

RUCO's comparison methodology inappropriate.

Q- CAN I THEREFORE ASSUME THAT YOU DISAGREE WITH RUCO

THAT THE COMPANY'S RECOMMENDED LEVEL OF EXPENSE Is

EXORBITANT?

I strongly disagree. As I demonstrated in my direct testimony, it is lower than the

per customer cost that the Company has historically been allowed in its prior two

cases. The prior historical allowance was $13.25 and the Company's proposal in

this case is $7.39 per customer. Viewed in this light, this is hardly exorbitant,

especially when it is considered amortized over three years, or $2.46 per customer

annually.

Q. ARE THERE ANY OTHER RELEVANT CONSIDERATIONS WITH

RESPECT TO THE APPROPRIATE LEVEL OF RATE CASE EXPENSE?

I

There is one other significant factor that must be considered. It has been at least 7

years between rate filings for most of these districts, and no rate filing has ever

been made for Anthem. This alone makes the case more complex and time

consuming, as all parties have noted in their testimony. The time between filings

requires detailed explanations of all plant expenditures since the time of the

previous filing. Additionally, some of the prior applications were based on test

periods in the 1980's, requiring even more time.

Q. DO YOU AGREE WITH YOUNGTOWN THAT RATE CASE EXPENSE

SHOULD BE AMORTIZED OVER 5 YEARS?
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No. This recommendation is based on the fact that it has been a long time in

between rate filings for these districts. agree that it has been a long time.

However that was the track record of Citizens, not AWW. AWW has a track

record of filing rate cases much more often. The Paradise Valley water district of

I
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Arizona-American filed applications for rate increases 5 times in an 8 year period,

or one every 1.6 years. Moreover, the new arsenic treatment requirements will

require a significant plant investment prior to January 1, 2006, or in less than 3

years, which will likely lead to new rates cases being filed in less than five years.

In short, the next rate application will likely be filed at the first possible

opportunity.

VII.

Q-

COST OF DEBT AND CAPITAL STRUCTURE

DO YOU AGREE WITH THE STAFF'S RECOMMENDATION

CONCERNING THE EMBEDDED COST OF DEBT?

I

No, I do not agree with their recommendation for four specific reasons: 1) they

should not have included the Tolleson bonds in their analysis, 2) they should have

included the most recent cost of the Maricopa IRDB's, 3) they should have

included the current amount of the short-tenn debt at current long-term costs, and

4) they should have included of the Company's debt, including the PILAR

agreements.

Q- PLEASE EXPLAIN WHY THEY SHOULD NOT HAVE INCLUDED THE

TOLLESON BONDS.

These bonds are not debt of the Company. These are bonds issued by the City of

Tolleson for construction of improvements to their own wastewater system, The

Company pays for the costs of these improvements through the fees it pays to

Tolleson for wastewater services under its contract with Tolleson. These costs are

included in current operating expense and as such have no bearing on the capital

structure of the Company.
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Q- WHY SHOULD THE CURRENT KNOWN cosT OF THE MARICOPA

BONDS BE INCLUDED IN THE EMBEDDED COST OF LONG-TERM

DEBT?
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The Company should be reimbursed for whatever its current cost is of this debt. In

this case, the Staff should have updated the cost of this floating issue through at

least July 2003. The rate of this debt at July 31, 2003 was 1.28%. This is the rate

that should have been used in the capital structure.

Q~

RATES?

Staff has allowed non-revenue producing plant additions for 2002 to be included in

plant in service. The short-term debt was incurred to finance these long-term

capital assets. Staff should match the capital structure of the Company to the

allowed capital investment. The rates that should be used on this debt are the latest

estimates of what the Company will pay at the time of the issuance in November

2003. That rate is estimated to be 6.00%. Additionally, Staff realizes that the

Company has a financing application filed with this Commission to refinance the

total outstanding short-tenn debt. That application was filed on August 14, 2003,

and is being reviewed by Staff. This has to be considered in the overall capital

structure.
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Q-

WHY DO YOU BELIEVE THAT THE STAFF SHOULD HAVE

INCLUDED THE SHORT-TERM DEBT As OF DECEMBER 31, 2002 IN

THE CAPITAL STRUCTURE AT CURRENT LONG-TERM DEBT

WHY SHOULD THE STAFF HAVE INCLUDED THE PILAR

AGREEMENTS IN THE CAPITAL STRUCTURE OF THE COMPANY?

The Company entered into several "PILAR" agreements with developers under

which the developers effectively finance the construction of utility plant for the

Paradise Valley water district. As part of these agreements, the Company issued

promissory notes to the developers, which constitute long-term debt obligations of

the Company. As such, these promissory notes should be included in the

Company's long-term debt if the entire Company capital structure is to be used.

_26_



I Staff states that the capital structure should include the Company-wide cost of

debt. Raker DT at 4. I agree with this, but Staff failed to do so in its calculations.

Q- H A V E  Y OU  R E C A L C U L A T E D  T H E  W E IGH T E D  C OS T  OF  E M B E D D E D

DEBT BASED ON YOUR ABOVE RECOMMENDATIONS?

Yes, I have. That analysis is attached hereto as Stephenson Rebuttal Exhibit 3,

which shows that the Company's weighted cost of embedded debt, based on the

Company's total long-term indebtedness at December 31 , 2002, should be 4.86%.

Q, D O  Y O U  A G R E E  W I T H  R U C O ' S  P R O P O S E D  A P P R O A C H  T O  T H E

EMBEDDED COST OF LONG-TERM DEBT?

No, I have the same issues with RUCO's approach as I do with that of Staff I

believe that the embedded cost of long-tenn debt should be as I have stated above,

or 4.86%, if the Company's current capital structure is to be used.

Q. D O  Y O U  A G R E E  W I T H  M R .  R E I K E R ' S  U S E  O F  T H E  " A C T U A L "

C A P IT A L  S T R U C T U R E  A s  OF  D E C E M B E R  3 1 ,  2 0 0 2  F OR  A R IZ ON A -

I

A M E R IC A N ?

No. Again, to reemphasize the point made above, Mr. Raker has not included all

of the Company's actual long-terrn debt and instead has erroneously included

short-tenn debt financing construction projects and the City of Tolleson's bonds,

which are not debt of the Company. Moreover, as I have previously testified, it is

Arizona-American's intention to retain a capital structure as close to 60% debt and

40% equity as possible. Accordingly, it is more appropriate to use this 60% - 40%

ratio of long-terni debt to equity in setting rates in this proceeding.

1

2

3

4

5 A .

6

7

8

9

10 A .

11

12

13

14

15

16 A .

17

18

19

20

21

22

23

24

25

26

VI I I .

Q .

A R IZ ON A - A M E R IC A N 'S  F IN A N C IA L  IN T E GR IT Y

THE  S TA FF  COS T OF  CA P ITA L  W ITNE S S ,  MR.  RE IK E R,  TE S T IF IE S

T H A T  H I S  R E C O M M E N D E D  R A T E  O F  R E T U R N  W I L L  A L L O W

A R I Z O N A - A M E R I C A N  T O  M A I N T A I N  I T S  F I N A N C I A L  I N T E G R I T Y .
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DO YOU AGREE WITH MR. REIKER?

I do not agree with Mr. Raker.

Q- ON WHAT BASIS DOES MR. REIKER TESTIFY THAT STAFF'S

RECOMMENDATION WILL ALLOW ARIZONA-AMERICAN To

MAINTAIN ITS FINANCIAL INTEGRITY?

On pages 30-31 of his direct testimony, Mr. Reeker argues that Staff"s

recommended rate of return on rate base results in a pre-tax interest coverage ratio

of 3.2. Mr. Reeker goes on to explain:

Interest coverage is one of the detemiinants of a com any's
bond rating .- a higher ratio of earnings to interest resorts in a
higher bond rating. According to Standard & Poor's ("S&P")
2002 Corporate Ratings Criteria, the median interest coverage
ratio for an 'A' rated U.S. electric utility (Staff' s most
available proxy for a water company) is 3.4.

I

Reiker DT at 30-31. I agree with Mr. Reeker that interest coverage is an important

determinant of a company's bond or credit rating and, more generally, its financial

integrity. In addition, although I have not reviewed the particular S&P document

cited by Mr. Reiker, I agree with Mr. Reiker that a water utility would be expected

to maintain an interest coverage ratio of approximately 3.4 in order to maintain a

credit rating of A or higher.

However, I certainly disagree with Mr. Raker's attempt to show that Staffs

recommended rate of return of only 6.6%, which is approximately equal to the

current interest rate on an investment-grade utility bond, produces pre-tax interest

coverage of 3.2 in this case. In fact, under Staff' s recommendation, Arizona-

American's interest coverage will be slightly more than 1.0.

|

1

2 A.

3

4

5

6 A .

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q, WHAT IS A PRE-TAX INTEREST COVERAGE RATIO AND WHY Is IT

A GOOD INDICATOR OF A COMPANY'S FINANCIAL INTEGRITY, As

MR. REIKER STATES IN HIS TESTIMONY?

I
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I
I

I

A pre-tax interest coverage ratio is the ratio of operating income and income taxes

to interest on bonds and other long-term debt in the company's capital structure.

This ratio indicates how many times interest charges have been earned by the

company on a pre-tax basis. Since the failure to meet interest payments on debt

would constitute a default, the interest coverage ratio measures the company's

margin of safety. For example, if a utility's operating income before payment of

income taxes is equal to $250,000, its income taxes totaled $70,000 and its annual

interest payments totaled $l00,000, the utility's pre-tax interest coverage ratio

would be 3.2 ($320,00() divided by $10(),000). In this example, if the utility's

revenues decline, its expenses increase, or some other important operating

parameter changes, thereby reducing its operating income, the utility should still

have sufficient funds available to meet its interest payments and avoid a default.

This is clearly important to bond holders and lenders, and to equity investors as

well.

I Q- WHY DO YOU MAINTAIN THAT MR. REIKER'S CLAIM THAT

STAFF'S RECOMMENDED RATE OF RETURN FAILS TO RESULT IN A

PRE-TAX INTEREST COVERAGE RATIO OF 3.2?I

I

I

1 A .

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18 A .

19

20

21

22

23

24

25

26

This can easily be demonstrated by referring to Schedule JMR-2, attached to Mr.

Reiker's Direct Testimony. Schedule JMR-2, entitled "Cost of Long-term Debt,"

shows Staffs total long-term debt used in its capital structure. As I testif ied

above, this schedule is not accurate in certain respects. However, it can be used to

demonstrate why Mr. Reiker's assertion that his recommended rate of return

produces a pre-tax interest coverage ratio of 3.2 is obviously wrong.

The final column in Schedule JMR-2 shows a total annual cost of debt

equal to $8,361,302 Using Mr. Reeker's computed annual cost of debt (which he

has used in developing his weighted cost of capital and recommended rate of

-29_



I
I

return), Arizona-American's total operating income and income taxes would have

to equal approximately $26,750,000 to obtain an interest coverage ratio of 3.2.

Q- HOW DOES THAT AMOUNT, $26,750,000, COMPARE TO THE TOTAL

OPERATING INCOME AND TOTAL INCOME TAX EXPENSE THAT

RESULT FROM STAFF'S RECOMMENDATIONS IN THIS CASE?

I
I

There are 10 water and wastewater districts involved in this rate case. Referring to

Staff  Schedules All-1 for each of  those districts, Arizona-American's total

operating income is $6,035,145, and the Company's total income taxes, based on

the same Staff schedules, is $2,167,944. Thus, based on Staffs recommendations,

the total operating income and income taxes for all 10 districts is $8,203,089 This

compares to Mr. Reiker's annual interest expense calculation of $8,361,302,

shown on Schedule JMR-2.

Q- WHY DID YOU TESTIFY THAT THE PRE-TAX INTEREST COVERAGE

RATIO BASED ON STAFF'S RECOMMENDED RATE OF RETURN

WOULD BE GREATER THAN 1.0?

I
Arizona-American has two additional districts that are not involved in this rate

case, the Paradise Valley water disMast and the Mohave wastewater district. To

evaluate Arizona-American's pre-tax interest coverage ratio, the operating

incomes and income taxes for those districts also have to be included in the

1

2

3

4

5

6 A.

7

8

9

10

11

12

13

14

15

16 A .

17

18

19

20

21

22

23

24

25

26

calculation. Both of those distn'cts are small, and their inclusion in the calculation

I

will not result in a significant increase in total Company operating income and

income taxes. Attached to my testimony as Rebuttal Schedule 4 is a calculation

showing the pre-tax interest coverage resulting from Staff's recommendations with

the Paradise Valley water and the Mohave wastewater districts included. Using

Staffs recommended rate of return and other recommendations in this case, and

including operating income and income taxes for the Paradise Valley water and the

-3o-



Mohave wastewater districts, the pre-tax interest coverage produced by Staffs

recommendations is 1 . 16.

I
I
I
I Q, WHAT ELSE DOES YOUR REBUTTAL EXHIBIT 4 CONTAIN, MR.

STEPHENSON?

I
I

Page 1 of my Rebuttal Exhibit 4 contains the pre-tax interest coverage ratio

resulting from Staff's recommendations, discussed above. Page 2 of this exhibit

shows the return on equity that would actually result from Staff's

recommendations in this case. That return is a negative 0.62% based on Mr.

Reiker's capital structure. This is why the pre-tax interest coverage ratio based on

Staffs recommendations is approximately 1.0.

Pages 3 and 4 of my Rebuttal Schedule 4 contain the same calculations

based on the Company's recommendations in this case. As shown on page 3 of the

exhibit, the Company's recommendation, if adopted, would result in a pre-tax

interest coverage ratio of 1.72. This is certainly better than the ratio resulting from

I
I
I

Staff' s recommendations, but still well below Staff' s 3.4 ratio for the benchmark,

A-rated water utilities. The final page of this exhibit, page 4, shows that if the

Company's recommendations were adopted, it would earn a return on equity of

2.2l%. Once again, this return is better than earning no return, as would be the

case under Staffs recommendations, but is still well below the returns currently

being earned by publicly traded water utilities, as discussed in Dr. Zepp's rebuttal

testimony.

I
I

1

2

3

4

5 A .

6

7

8

9

10

11
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13
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21

22

23

24

25 A.

26

Q- WHAT DO THE PRE-TAX INTEREST COVERAGE RATIOS AND

PROJECTED RETURNS ON EQUITY TELL YOU ABOUT STAFF'S

RECOMMENDA-TIONS IN THIS CASE?

As I stated, Staffs cost of capital witness, who is responsible for Staffs

recommended rate of return of 6.6% in this case, has specifically raised the issue

I
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I
I

I

I

of whether Staff's recommendations will allow Arizona-American to maintain its

financial integrity. It is apparent Staffs recommendations will not result in a pre-

tax interest coverage ratio anywhere close to the interest coverage ratio S&P

requires for an A-rated utility, which is the benchmark cited in Mr. Reiker's

testimony. In reality, Staff's recommendations essentially place Arizona-

American in a break-even position, i.e., the Company will have sufficient cash

flow to meet debt service requirements, but not earn a return on equity. Assuming

that Staff is legitimately concerned about this issue, and actually proposes that the

Commission take into account the overall financial impact of Staff's

recommendations on Arizona-American in setting rates, which the Commission

certainly can and should do, then the Company's recommendations should be

approved.

Q- DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?

Yes it does.

I
l466629.4/'/3244.034

I

I
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ARIZONA CORPORATION COMMISSION STAFF
RESPONSES T() ARIZGNA-AMERICAN WATER COMPANY'S

SECOND SET OF DATA REQUESTS
(Docket No( WS-01303A-02-0867 et al.) .

STEPHENS ON
Rebuttal Exhibit 1I

I
I September 19, 2003

2.15 Please.define the rems "stale test year" as such terms are used in the Direct Testimony of
Dacron W. Carlson at page 14, 1. 10. In responding to this data request, please identify
any Commission rule or prior decision, as well as any relevant industry standards or
publications that define when a test year is "stale"

I
I
I
I

Response: Stale means having lost freshness. Staff believes that the Test Year the Company
used would not appear to be the most recent practical Test Year.

R€spol1s€ by: Derron W. Carlson

I

I 6
S:\LEGAL\TSabo\dataresponse\02»0867 et al. DR 2,doc



STEPHENSON
Rebuttal Exhibit 1

I
I
I

TOWN OF YOUNGTOWN'S RESPONSES To
ARIZONA-AMERICAN WATER COMPANY'S

FIRST SET OF DATA REQUESTS
(Docket No. WS-01303A-02-0867, et al.)

1.1 With respect to Youngtown witnesses Michael E. Burton and Andrew J. Burnham,
please:

(2)

(b)

(C)

(fl)

identify any proceedings before the Arizona Corporation Commission in
which testimony was provided and provide a copy of all such testimony;

identify any manuals, papers, articles or presentations made concerning
Arizona law and/or ratemaking proceedings for public service corporations
regulated by the Commission;

identify any and all circumstances, including the identity of clients, in which
analysis of any ratemaldng for any Arizona public service corporation was
conducted;

identify all proceedings in any other state in which the witness participated
in which the state set rates for a water or wastewater utility based on a
determination of the utility's fair value rate base.

RESPONSE:

(a) There are no proceedings, aside from the current proceeding before the Arizona
Corporation Commission in which testimony was provided by either Mr. Burton
or Mr. Burnham.

(b)

(c)

I (d)

There are no manuals, papers, articles, or presentations concerning Arizona law
and/or ratemaking proceedings for public service corporations regulated by the
Arizona Corporation Commission made by either Mr. Burton or Mr. Burnham.

There are no circumstances in which either Mr. Burton or Mr. Burnham
conducted analyses of any ratemaking for any Arizona public service corporations
on behalf of a client prior to the Arizona-American rate case proceeding.

There are no proceedings in other states in which either Mr. Burton or Mr.
Burnham participated where the state set rates for a water or wastewater utility
based upon a determination of the utility's fair value rate base.

I



I
I

STEPHENSON
Rebuttal Exhibit 1

ARIZONA CORPORATION COMMISSION STAFF
RESPONSES TO ARIZONA-AMERICAN WATER COMPANY'S

SECOND SET OF DATA REQUESTS
(Docket No. WS-01303A-02-0867 et al.)

September 19, 2003

2.32 Please identify any Commission decision, or industry standard or publication that requires
that pro forma adjustments provide a commensurate benefit to ratepayers.

Response: Staff is not aware of any Commission decision, or industry standard or publication
that requires that pro gonna adjustments provide a commensurate benefit to
ratepayers. Sound rate making principles provide that cost of service include
prudent costs reasonably necessary for the provision of service under efficient
management.

Response by: Alexander Ibhade Iggie

2.33 Please explain how each and every adjustment made by Staff in connection with Arizona-
American request for rate increases provides a commensurate benefit to ratepayers.

Response: Staff' s adjustments provide a basis for fair and reasonable rates based on prudent
costs reasonably necessary for provision of service under efficient management.

Response by: Alexander Ibhade Iggie

I

I
11

I
St\LEGAL\Tsabo\dataresponse\02-0867 et al. DR 2.doc



I STEPHENSON REBUTTAL

EXHIBIT 2

I



~<r
1\
r\
N
YI'
<r
co

STEPHENSON
Rebuttal Exhibit 2

UJ
(D

8
8"
<

o  o  oo  o  o
o  o  oO O o
l.r> <r cf:
(D  v -  1 -
o  C O  N
r ~  c o  ©

o
o

LD
CD

r ~ m r \ c > o c r > r \
o  o  o u  o o  c o  c o  n n
v o w - c o c o < 1 - n o
CD COI - 0 l - f ) l - D LD LD

' c ID LD CO
| \  N  o f
Cal of of
t o  m  Q )
N  ( D  o
m r~ no

N v

:0 oono>o|\v-o o o u ' > c n o noocvv-r.r><l-cow
!\<1'pr\N<r¢"7
© ® ® @ \ W ©
m c > o o c o < s - n o
® 0 v © W \ @

X
Q W
7 9 1 -
3 1 : 5
E 88
3 4 :

a>O

m
m
8.
cu
c
<

0)
E

-0-1
wzUJ
N
o

X
Ru
| -
m-
q)
D

l I ) © \ - ®W vNW
1 \ L r> < o © @ @ @ v F

C * ) l O © L o  n o  c o  c o  w -  n  e o
v v n o - o c > c o t ~ u >

o > o o o o c o  o o  o o  l \  r ~  l \  l ~

co
o f
of
N
09
o f

w
3
=5`
<

o

m

D'o
<

4-1
a .
a>
a
X
(0
I - '

LD c> o°>
o  o  o

W W'P CO C")
( * )  r ~  N
N  v  v

OF
o
~<r
cf:
<r
|\
<r

oumoucnoncuov
<1-<r<1-<1-<r<r<rc*>c*>o'>c~f>c*'>c">c~'>
<r<r<r~<x-<r<r<r1\ 1\ 1\ 1\ 1\ 1\ 1\

>-
O
LU

m  m  o >
<*> <~'> m
< r  o  L D
o  C O  1 '
| \  o  c o
o  O F  N
1 -  O  o
N  r ~  r \

o > c > G > o > o > o > c > r J >
coc '><"°c"om<*>cf>c~o
n < r n < r  t o < r o o l ~( D  1 " l O L D O 7 l D O > O >
c o  n  o o  n  c f >  n  r ~  o >L r > c ~ ' > o o o u ' > n o o < r
o  o  o  m  o u  o a  o o  c o
l \ r \ l ~ L o © c o c o < . o

I
C
O
"cl
. E
1 :
o
E
<

N W W W W N W N ® © v
o\-r~u'><r<oo>u'><r\.r>o
o o c o r \ o > 1 - m u w o o v - < 1 - o o

v v W @ W @
eeeewe5u>aa<-:ac-fae9e»9

\

(99>*c~'>
o = , 3'-up

N ©0>€')1 - o m
N 0 > * ( * )o ml \ l ~ an

or \ u ' > cf:
or \ c v > ofo o cf:

ot ~ o o <'>
au£010 co

O'><9€\ l
au( D a o

ofco

o > o > o > c n o > o > c >

n < r n < r r ~ < l - o o
< . o v - L n u w o u m o ucf>nconcf>nr~

I
I

eaOC
LE
8v-nm <ru'>cor\ooc>0\_
>-
O
m



I

I

I
|
I

I
I

i

STEPHENSON REBUTTAL

EXHIBIT 8

I
I
I



STEPHENSON
Rebuttal Exhibit 3

G)
>

.Q
a> o f N o > m of (D

N v q- x- co LD N r\ CD <r

CO v- N 9'
N m m <~f> c*> ©

I
I
I
I

£3Lu

OF
O "at

OIO

1

31
al|-

=fz°!~1n.°Q°!<Q°z<'2°Q
< r n n o > < r < \ l< r c v > r ~ o
n m  m e a w e n a e e m  v
M r - C D F 1 ~ o

he <49

I
v O N v O O O © @ N
q - O w ( q O © 0 C > ( Q ¢ \ ]
e=>e9e/ae9e=>e9e=ae=ae~-am

w
GJ
9
m

O .Q
- ancu3 a
C
C
<

GJ
m
C
q)
x
l.u \

-4-1
w
L.

gG)4-9
: I

<t~.<t~1°=a~.<Q°zQ<Q
O¢\l¢")CD<'N<'(*'>v-CO
n r ~n v>e=>eaeaeau >\-
C91-CDv' 1~c>

69'

|-
m
Lu
a

>. E
Z &
E fr
2 (D
O Z
O O
M  . J

193 8
og o
w

g

51l-°~
O\JJ6,,mm:
LULL 3

E a>

z Q
o_l

U> '- Q' 9' W
:Fe O co o |\ o'> co ID LT

o 4 4 6
he 69 LD v-

v 69
ea

old
O o

no m I-D N
1-

LT of <.o w 69 619 69 <r W
N CO
1- ®
65 1-ii!

28
go
- u p
M m<0

D.
O
mc
D..

TO

.6
C
L .

D.

o o oo u> co o> <r Lo r~ voovof>r~c~f><ou>\-m
Q  q  q  q w e e e f s w  q  q
w w w - o n m

lOw' 1-®
39 W % -

co
ON

I
I
I
I
I
I
I
I
I
I

coco ofo o g g o o m m m u a :
Q vQ i§SEvJNov-\-oao>oooooo\-<
a> a> a> a> u> a> a> a> a>|*-

N¢¢\-QIDNNCO
of

m m N C\I l\

r



STEPHENSON
Rebuttal Exhibit 3

8
1 -

OF
Cal

8
O
©.
<r

181
ILl.I
Ir~l

3 8
.9 .
a>

3<r>

8
co
et
<3-

8
O
LQ
T '
\ -

81
(0
041

8o
Qoco

8O
Qo<r

r
181
181

<( O vi
Lu o

LE 3
3

O
<9
of

Ra:
m Cd

co

>-

gr
28
O F

" E
ESM

g
8in:
-Q

8
-EO

$2
84
E
<

<E

E3O
<

O.
<r
of
C Q
CD
of
89

o IQI
o\°In_ co

<r lot
N v -

v" l<°Iea ea!

TO
-a-v

O
I -

-o-I
.Q
GJ
D

>
:~:.'
3
U '

U J

O'O

<r
o
o
(\|



STEPHENSON REBUTTAL

EXHIBIT 4

t



Arizona American
Pre-Tax Interest Coverage under Staff Recommendations

Test Year Ended December 31, 2001
Stephenson Rebuttal Exhibit 4
Page 1

Column 1 Column 2 Column 3
(Col. 1 + Col. 2)

$ $ $Agua Fria
Anthem Water
Anthem /Agua Fria Wastewater
Havasu Water
Mohave Water
Sun City Water
Sun City Wastewater
Sun City West Water
Sun City West Wastewater
Tubae
Subtotal (Total Lines 1 to 10) $

(a)
Acc Staff 's
Proposed
Operating

Income
1 ,101 ,634

61 1 ,179
180,748

54,096
634,934

1 ,410,332
581,576
793,779
592,474

74,393
6,035, 145 $

(a)
Income
Taxes

395,729
219,548

64,929
19,432

228,081
506,619
208,914
285,141
212,828

26,724
2,167,944 $

Total
Available

for Interest
Goverage

1,497,363
830,727
245,676

73,528
863,015

1,916,951
790,490

1,078,921
805,302
101 ,1 16

8,203,089

$

Operating
Income
1,395,483

138,008
$

Income
Taxes

(65,560)
0

1,329,923
138,008

Paradise Valley Water (b)
Mohave Wastewater (b)
Total Operating Income and
Income Taxes (Line 11 + 18 + 19) $ 7,568,636 $ 2,102,384 $ 9,671,020

ACC Staff Interest Expense from JRM-2 8,361 ,302

Acc Staff Actual Interest Coverage (Line 21 divided by Line 23) 1.1566

ACC
StafFs

Proposed
Interest

Coverage
From

Schedule
JRM-9

3.2

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Line
NLL

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21

22
23
24
25

26
27
28
29
30

(a) Source of Data: ACC Staff's Direct / Schedule All-1 for each district.
(b) Source of Data: Arizona Corporation Commission Annual Report for 12/31/2001



Arizona American
Equity Return under Staff Recommendations

Test Year Ended December 31, 2001
Stephenso re Rebuttal
Exhibit 4
Page 2

Agua Fria
Anthem Water
Anthem /Agua Fria Wastewater
Havasu Water
Mohave Water
Sun City Water
Sun City Wastewater
Sun City West Water
Sun City West Wastewater
Tubae
Subtotal (Sum of Lines 1 through to)

$

(a)
ACC Staff's
Proposed
Operating
Income

1 ,101 ,634
611 ,179
180,748
54,096

634,934
1 ,410,332

581,576
793,779
592,474
74,393

6,035,145

$Paradise Valley Water (b)
Mohave Wastewater (b)
Total Operating Income (Sum of Lines 11 + 16 + 17) $

Operating
Income

1,395,483
138,008

7,643,029

Less:
ACC Staff's Interest Expense From JRM-2 8,361,302

$ (718,273)Income Available for Common Equity
(Line 18 minus Line 21)
Divided by Common Equity (Equity Computed below) $ 115,309,693

ACC Staff Equity Return (Line 23 divided by Line 25) -0.62%

Ac c
Staff's

Proposed
Equity
Return
From

Schedule
_

9.70%

CQIumn 1 Column 2 Column 3
Percent
Qr Total

61 .21 %
38.79%

100.00%

Debt
Equity
Total Capitalization

Dollar
Amount

181 ,956,852
115,309,693
297,266,545

(1)
(3)
(2)

(1) Debt Dollar Amount from JRM-2. Debt Percentage from JRM-9.

(2) $181,956,852 divided by 61.21% = $297,266,545 Equals Total Capitalization
(Line 32, Column 2 divided by Line 32, column 3)

(3) $297,266,545 minus $181 ,956,852 = $115,309,693
(Line 34, Column 2 Minus Line 32, Column 2). Or $297,266,545 multiplied by 38.79%

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Line
M L
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46

(a) Source of Data: ACC Staffs Direct / Schedule All-1 for each district.
(b) Source of Data: Arizona Corporation Commission Annual Report for 12/31/2001



Arizona American
Pre-Tax Interest Coverage under Company Recommendations

Test Year Ended December 31, 2001
Stephenson Rebuttal Exhibit 4
Page 3

Column 1 Column 2 Column 3
(Col. 1 + Col. 2)

Agua Fria
Anthem Water
Anthem / Agua Fria Wastewater
Havasu Water
Mohave Water
Sun City Water
Sun City Wastewater
Sun City West Water
Sun City West Wastewater
Tubae
Subtotal (Total Lines 1 to 10)

(a)
Company's
Proposed
Operating

Income
$ 1,377,911

723,305
209,480

91,089
1,008,720
3,327,708
1,292,150
1,159,164

917,584
130,028

$ 10,237,140

(a)
Income
Taxes

$ 529,885
278,204

80,549
34,953

388,068
1,139,720

497,132
445,790
352,801

49,984
$ 3,797,087

Total
Available

for Interest
coverage

$ 1,907,796
1,001 ,509

290,029
126,042

1,396,788
4,467,428
1 ,789,282
1 ,604,954
1,270,385

180,013
$ 14,034,227

Paradise Valley Water (b)
Mohave Wastewater (b)
Total Operating Income and Income

Taxes (Lines 11 + 18 + 19)

$

Operating
Income
1,395,483

138,008
$

Income
Taxes

(65,560)
0

1,329,923
138,008

$ 11,770,631 $ 3,731,527 $ 15,502,158

Company's Interest Expense (c) 9,018,600

Line
_M
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21

22
23
24
25

26
27
28
29
30

Company's Proposed Interest Coverage

(Line 21 divided by Line 23)
1.7189

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

(a) Source of Data: Company's Rebuttal Schedules C-1 for each district.
(b) Source of Data: Arizona Corporation Commission Annual Report for 12/31/2001
(c) Source of Data: Stephenson Rebuttal Exhibit 3



Arizona American
Equity Return under Company Recommendations

Test Year Ended December 31, 2001
Stephenson Rebuttal Exhibit 4
Page 4

Agua Fria
Anthem Water
Anthem / Agua Fria Wastewater
Havasu Water
Mohave Water
Sun City Water
Sun City Wastewater
Sun City West Water
Sun City West Wastewater
Tubac
Subtotal (Sum of Lines 1 through 10)

$

(a)
Company's
Proposed
Operating

income
1,377,91 1

723,305
209,480

91,089
1,008,720
3,327,708
1,292,150
1,159, 164

917,584
130,028

10,237, 140

$Paradise Valley Water (b)
Mohave Wastewater (b)
Total Operating Income (Lines 11 + 17 + 18) $

Operating
Income

1,395,483
138,008

11,770,631

Less :
Company's Interest (c) 9,018,600

Income Available for Common Equity
(Line 19 minus Line 22)
Common Equity (c)

$ 2,752,031

$ 124,266,000

Line
NLL

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

29
30
31
32
33
34
35
36

Company's Equity Return

(Line 24 divided by Line 26)
2.21 %

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

(a) Source of Data: Company's Rebuttal Schedules C-1 for each district.
(b) Source of Data: Arizona Corporation Commission Annual Report for 12/31/2001
(c) Source of Data: Stephenson Rebuttal Exhibit 3
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2

3
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I

I 1 1.

Q,

INTRODUCTION.

PLEASE STATE YOUR NAME, BUSINESS ADDRESS AND TELEPHONE

NUMBER.

My name is David P. Stephenson. My business address is 303 H Street, Suite 250,

Chula Vista, California 91910. My telephone number is (6l9) 409-7700.

I Q- ARE YOU THE SAME DAVID p. STEPHENSON THAT FILED DIRECT

AND REBUTTAL TESTIMONY IN THIS MATTER?

Yes .

II.

Q

OVERVIEW AND SUMMARY OF REJOINDER TESTIMONY.

HAVE YOU READ ALL OF THE SURREBUTTAL TESTIMONIES OF

THE WITNESSES FOR STAFF, RUCO, THE TOWN OF YOUNGTOWN

AND THE OTHER INTERVENERS?

Yes, I have.

DO YOU AGREE WITH ALL OF THE PROPOSED ADJUSTMENTS AND

RECOMMENDATIONS BY EACH OF THE PARTIES?

No, I do not. Most of the Company's disagreements are explained in its rejoinder

presentation and I address several of them in this rejoinder testimony. I would also

note that, to the extent Arizona-American has not addressed an issue raised or

adjustment recommended by Staff, RUCO, Youngtown, or any other party, this

does not necessarily mean that we agree with the position taken by those parties .

2

3

4 A.

5

6

7

8 A.

9

10

11

12

13 A .

14 Q.

15

16 A .

17

18

19

20

21

22

23 A.

24

25

26

Q- WHAT ISSUES ARE YOU ADDRESSING IN YOUR REJOINDER

TESTIMONY?

I
I
I

I will generally be covering issues related to: l) the Company's overall filing, 2)

the ratemaking implications of Youngstown's request for a Commission order

requiring Arizona-American to do a study and construct fire flow improvements;

3) rate case expense, 4) the acquisition premium, 5) inclusion of American Water

-1_



I
I
I Works' overheads and American Water Works Service Company charges in the

test period, 6) fair value rate base issues, and 7) Arizona-A1nerican's capital

structure, debt cost and financial integrity (pre-tax interest coverage).

111. SUMMARY
RELIEF.

OF ARIZONA-AMERICAN'S REQUEST FOR RATE

Q- WHY DID ARIZONA-AMERICAN FILE F()R RATE INCREASES IN

EACH OF THE TEN SYSTEMS SUBJECT TO THIS PROCEEDING

WHEN IT DID?

I
I
I

First, a substantial amount of time has elapsed since the prior rate cases for these

systems. It has been at least 6 years between test years for each of the districts and

it has been more than 12 years since the last filing in one. This alone made it

imperative that rate filings be made. To wait any longer would have compounded

some of the problems Staff and the interveners complain about in their testimonies.

Second, had Arizona-American not filed when it did, it would not have

I

I

been able to file until 2006 as a result of the three-year stay-out imposed by

Decision No. 63584 (December 12, 2002). This would have added another four

plus years between test years.

Third, Arizona-American was required to fi le for rate review for the

Anthem water and wastewater districts by 2004 or, if earlier, when the number of

equivalent residential units in Anthem reached 3,500. Decision No. 60975 (June

19, 1998) at 15. All of these factors combined mandated that the Company file

when and how it did.

DO YOU BELIEVE THE COMPANY HAS SUPPORTED ITS

APPLICATION WITH SUBSTANTIAL EVIDENCE?

I
I
I

1

2

3

4

5

6

7

8 A.
9

10

11

12

13

14

15

16

17

18

19

20

21

22

23 Q-

24 A.

25

26

Yes. Arizona-American has supported its application with testimony on every

aspect of its request, defended every proposed adjustment, made necessary and
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1

2

3

4

appropriate corrections as recommended by other parties and provided updated

schedules reflecting its proposed revenue requirement and rates. We have also

responded to a tremendous amount of discovery from multiple parties and

submitted evidence in support of the Company's position on every significant issue

in dispute with Staff and the interveners.

I
I
I
I
I
I
I

I Iv.

Q-

YOUNGTOWN'S REQUEST FOR FIRE FLOW IMPROVEMENTS.

DO YOU AGREE WITH MR. MENDEZ THAT THE COMPANY SHOULD

FUND ALL OF THE FIRE FLOW IMPROVEMENTS HE RECOMMENDS

FOR THE YOUNGTOWN AREA?

I
I

I

5

6

7

8

9

10 A.

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

No. To begin with, I note that Fredrick Schneider has thoroughly responded to

Youngstown's surrebuttal testimony on fire flow matters in his rejoinder testimony.

I am merely going to address the narrow raternaking impacts of Youngstown's

request, impacts Youngtown seeks to deflect to the Company and/or other

ratepayers.

That said, we take issue with Mr. Mendez' suggestion that Arizona-

American fund tire flow improvements and then seek recovery in a future rate

case. Pretiled Surrebuttal Testimony of Jesse Mendez at 9. Although the

Company can seek recovery for prudently incurred costs to replace and upgrade

service within its service areas in a future rate case, but ultimate recovery through

rates is not assured. Moreover, the study and the upgrades Youngtown seeks

would likely have an impact on rates for all customers in the Sun City water

district for the reasons Mr. Schneider explains. Rejoinder Testimony of Fredrick

Schneider at 6, . It is simply not as easy as Mr. Mendez seems to believe, and

absent an urgent need, upgrades to particular systems should be made after careful

planning, including addressing ratemaking concerns like subsidization. This is

especially in the case of upgrades for fire flow, where the benefit is very isolated,

11

I
I
I _3_



I
I
I
I

often requested for self-serving purposes and neither required by policy or rule.

RATE CASE EXPENSE.

DID YOU STATE THE COMPANY'S POSITION ON RATE CASE

EXPENSE IN YOUR REBUTTAL TESTIMONY?

Yes, on pages 22-25 of that testimony, I discuss the Company's request and

respond to RUCO's objection to the level of expense and the recommendation by

Youngtown that the amortization period be lengthened.

HAS THE COMPANY CHANGED ITS POSITION IN REGARD TO THE

AMORTIZATION PERIOD?

No, Mr. Burnham continues to advocate that the proper amortization period should

be five years. Surrebuttal Testimony of Andrew Burnham ("Burnham Sb.") at 4-5.

However, the only new "evidence" he offers, a literal shred from my rebuttal

testimony, is my use of the word "likely" in referring to the fact that the Company

will file new cases prior to a five-year period. I can assure this Commission that

Arizona-American is nearly certain to file more rate cases no later than July of

2006 due to the substantial number of capital improvements, including arsenic

treatment facilities, that are planned during the next few years.

DOES ANY OTHER PARTY CHALLENGE THE COMPANY'S

RECOMMENDED THREE-YEAR AMORTIZATION PERIOD?

No.

Is RUCO STILL RECOMMENDING THAT THE COMPANY ONLY BE

ALLOWED $418,941 OF RATE CASE EXPENSE?

1

2  I v .

3 Q.

4

5 IA.

6

7

8 Q.

9

10 A.

11
12

13

14

15

16

17

18 Q.

19

20 A.

z1 Q.

22

23 A.

24 Q.

25

26

Yes, RUCO has not changed its position.

I
I
I
I
I
I
I
I
I
I
I
I
I
I

DO YOU AGREE WITH RUCO WITNESS DIAZ CORTEZ THAT RATE

CASE EXPENSE Is DRIVEN PRIMARILY BY THE NUMBER OF ISSUES,

THE NUMBER OF EXPERTS RETAINED, THE RATES CHARGED BY

_4_



I
I
I
I

1 EXPERTS AND ATTORNEYS, AND THE NUMBER OF HOURS FOR

WHICH THE COMPANY Is WILLING TO RETAIN EXPERTS AND

ATTORNEYS?

Yes, I do, with the caveat that the Company often has little choice in the number of

hours attorneys and outside consultants are required to spend, as those costs are

driven by the number of issues and, to a large extent, by the actions of the other

parties. In any case, all of these factors Ms. Diaz Cortez identifies support the

Company's request for rate case expense in the amount of approximately

5B715,000, which I should note is several hundred thousand dollars less than the

Company's actual expense for this proceeding.

Q. HOW DO YOU RESPOND TO Ms. DIAZ-CORTEZ' ASSERTION THAT

THE NUMBER OF DISTRICTS DOES NOT SIGNIFICANTLY IMPACT

THE LEVEL OF RATE CASE EXPENSE?

I
I
I
I
I
I
I
I
I
I

2

3

4 A.

5

6

7

8

9

10

11

12

13

14 A .

15

16

17

18

19

20

21

22

23

24

25

26

I disagree with Ms. Diaz Cortez' argument. See Surrebuttal Testimony of Marylee

Diaz Cortez ("Diaz Cortez Sb.") at 10-11. even where there are issues

relevant to more than one district, a single issue can create a tremendous amount of

work to produce volumes of district-specific books and records. In this case, for

example, a great deal of time was spent justifying to Staff that we had "sufficient"

proof of plant additions since the last rate decision. This had to be done for each

district because Staff required the Company to prove the cost and existence of all

plant additions since the last rate case for virtually every plant item. Since it was

between 6 and 12 years between test years for these districts, a significant amount

of time was needed to produce the evidence Staff wanted, and the fact that this was

done in one district produced no costs savings in another district.

Similarly, items such as district account analysis, proof of test period

revenues, costs to assemble and produce the filings are not limited because there

First,

I
I
I ._5_



I
I
I
I
I time and effort to fulfill, based on the number of distn'cts filed.

I

are multiple districts. The proof of revenues in each district was arduous and time

consuming. It was based on individual proof in each distinct .-. solely dependent on

the rates and sales in each individual district. The analysis of accounts is not a

Company-wide issue, it is a district specific issue and, as such, requires additional

This means,

obviously, that the number of filings will have a significant impact on rate case

expense.

I ARE THERE OTHER DISTRICT SPECIFIC ITEMS THAT WILL

INCREASE RATE CASE EXPENSE?

I

I
I

Yes, as has occurred in this proceeding, several of the districts have their own

unique and special issues. Sun City has the Tolleson and Town of Youngtown

issues. Anthem has its issues with meter charges, current rates and water quality.

Sun City Health has intervened in the Sun City West and Sun City areas. There are

issues in Mohave concerning meter charges to mobile home parks. There are

purchased water issues in Anthem and Agua Fria. Each of these things contributed

to the overall rate case expense, and each in its own unique way.

I
DO YOU AGREE WITH RUC() THAT THE NUMBER OF CUSTOMERS

HAS LITTLE BEARING ON RATE CASE EXPENSE?

I
I
I
I

1

2

3

4

5

6

7

8 Q.

9

10 A.

11

12

13

14

15

16

17 Q.

18

19 A.

20

21

22

23

24

25

26

No, Ms. Diaz Cortez claims that rate case expense is not related to and/or directly

dependent on the number of customers. Diaz Cortez Sb. at 10-11. Ms. Diaz

Cortez' testimony unduly narrows the issue. I can agree that the number of

customers may not complicate issues or require the retention of "extra"

consultants, increase attorney fees or prolong hearings. However, the more

customers the utility has, the larger its operations and rate base and the more likely

there are going to be multiple issues in dispute in a rate proceeding. Of course,

direct customer involvement as interveners, as has also been the case here, will

I
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I
I
I
I

also have an impact on rate case expense. In addition, 10 separate districts serve

our customers, each having its own rates and separate accounting schedules and

treatments, as I explained. Ms. Diaz-Cortez's argument suggests that the Company

should consider consolidating these districts, which the Company is certainly

willing to do.I

1

2

3

4

5

6 IQ.

I
ARE THERE OTHER SPECIFIC CUSTOMER DRIVEN RATE CASE

EXPENSES?

I
I

Yes, in fact there is one specific item that is driven exclusively by the number of

customers, customer notice requirements. Notices can cost up to one dollar per

customer. There are usually at least two notices required, one for notice of the

filing and one for notice of an approved rate increase. This will result in rate case

expense of as much as $80,000.I
Q~

I
DO YOU AGREE WITH RUCO THAT THE LEVEL OF RATE CASE

EXPENSE THE COMPANY is REQUESTING Is UNPRECEDENTED

FOR A WATER AND/OR SEWER COMPANY?

I
I
I
I

I
I

7

8 A.

9

10

11

12

13

14

15

16 A.

17

18

19

20

21

22

23

24

25

26

I do not disagree, nor do I believe it is material in any way. Every rate ease stands

on its own merits, so to speak, and the request for rate case expense must be

viewed in the totality of the circumstances of that proceeding. As Ms. Diaz Cortez

and I both have testified, there are many factors that have to be considered and I

believe consideration of these factors explains why Arizona-American has

requested a particular level of expense.

Many of these factors are unique to this case. For example, the Company

has requested that it be allowed a reasonable return on the fair value of its rate base

in accordance with its interpretation of Arizona law. Staff, RUCO and Youngtown

vehemently disagree with Arizona-American's position. This has led to a

monumental effort to produce and reconcile up to thirteen years of historical plant

I
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'Q

information and "prove" the existence and reasonable cost for these assets as well

as analyze the applicable legal authorities supporting the Company's position.

Third, and this is an extremely important factor, the Company does not

employ any dedicated rate department staff in Arizona whose salary and wages are

continuously charged to all customers. If i t did, the Company would have

additional operating expenses that are far in excess of the amount of rate case

expense it seeks to recover on an annual basis

DID YOU ALSO TESTIFY THAT ARIZONA-AMERICAN WOULD

INCUR MORE IN RATE CASE EXPENSE THAN ITS REQUESTED

LEVEL oF RECOVERY?

Yes, in fact, as of October 31, 2003, we have already expended over $900,000 in

rate case expense. Notably, this does not include any costs for analysis of

surrebuttal, preparation of rejoinder, costs related to hearings (which we anticipate

will take about 10 days), costs to prepare and file post-hearing briefs and costs of

final Commission approval of a recommended opinion and order. We have

already estimated these remaining costs will exceed $360,000. Thus, we estimate

incurring total rate case expense of over $1.25 million, or almost double our

request in this case. Therefore, the Company stands by its level requested in the

filing as being prudent and fully justified.

ARE ANY OF THE OTHER PARTIES CONTESTING THE LEVEL OF

RATE CASE EXPENSE?

No.

1

2

3

4

5

6

7

8 Q.

9

10

11 A .

12

13

14

15

16

17

18

19

20 Q.

2 1

22 A.

23 Q.

24

25

26 A.

DO YOU AGREE WITH RUCO THAT ALLOWANCE OF THE

COMPANY'S RATE CASE EXPENSE, IN AND BY ITSELF COULD

CREATE THE NEED FOR A RATE INCREASE?

I
I
|
I
I
I
I
I
|
I
I
I
I
I
I
I
I
I
I

Ms. Diaz Cortez seems to be testifying that the Company's filings in these cases
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I
I
I
I

all,

I
I
I
I

were unnecessary and unwarranted, and therefore, even if the Company can justify

its request of over $700,000, it should not be considered due to the fact that many

of these filings should never have been made. Diaz Cortez Sb. at ll- 12. First of

we do not agree wi th Staff ,  RUCO, Youngtown or any other party

recommending rate decreases for some of the water and wastewater districts in this

proceeding.

Moreover, as explained above, these cases essentially had to be tiled when

they were, no matter how large or small the increase requested. For instance, in

two of the service areas (Anthem water and Mohave water) that need the smallest

percentage increases there we compelling reasons to file. For Anthem water, the

Commission ordered a filing, and for Mohave water, the passage of time since its

last case, 12 years, dictated that Arizona-American file now, lest information

become more stale.

I
I

DO YOU AGREE WITH RUCO THAT THE MERE OCCURRENCE OF

AN EXPENSE DOES NOT MEAN IT WAS NECESSARY, PRUDENT,

PROVIDED A BENEFIT TO RATEPAYERS?

OR

I
I
I
I

Yes, I do agree with this statement. This is one reason that we have not changed

our request in this case despite much greater expense actually being incurred. We

understand that some of the expenditures that we incurred in the processing of this

case may have been incurred through no fault of the other parties or ratepayers.

However, this was certainly an amount far less than $500,()00, the minimum

difference between our expected final actual level and that originally projected and

requested.

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14 Q-

15

16

17 A .

18

19

20

21

22

23

24 Q.

25

26 A.

WHAT ABOUT THE SPECIFIC EXAMPLES OF EXCESSIVE

EXPENDITURES Ms. DIAZ CORTEZ IDENTIFIES?

RUC() has pointed to three items as being potentially imprudent: 1) $8,000 for

I
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I

I
I

I
I
I
I
I

I

correction of bill counts, 2) $40,000 for a cost of service study, and 3) $200,000

for legal fees prior to Staff and intervener testimony being filed. Diaz Cortez Sb.

at 12-13. None of these examples supports RUCO's position.

Bill counts are required in any filing and as such, should be part of rate case

expense. It is not relevant that the Company had to correct the bill count, had it

done it that way in the first place it would have taken longer than it did in the first

place.

The cost of service study was not filed with the application, but it was done

and was submitted in response to the rate design recommendations by Staff Why

should the Company not recover for preparing a study of a type common in

Commission ratemaking proceedings that was required to support its position and

show that Staff's proposed rate design is not justified based on cost of service

principles?

Some legal fees will be encountered prior to the filing of the other parties'

direct cases. Attorney fees will be required to assist in preparing the filing and

developing rate case strategies on crucial legal and other issues, responding to data

requests and representing the Company in preliminary proceedings (such as

conferences and motions). This is a substantial series of rate filings. Therefore,

these "up-front" costs were substantial.

I DO YOU HAVE ANY OTHER FINAL COMMENTS IN REGARDS TO

RUCO'S POSITION ON RATE CASE EXPENSE?

I

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

to Q-

21

22 A.

23

24

25

26

Yes, I would like to note RUCO's reliance on its position in Arizona Water

Company's Eastern Group rate case, Docket, No. W-01445A_02-0_19. RUCO's

positions are somewhat contradictory. In the Arizona Water case, RUCO has

taken a position that the Company's estimate included in their original filing

should be adopted. RUCO has not made cost comparisons nor is it willing to

I
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I
I

consider the actual incurred and projected costs of Arizona Water, which are over

In our case, in contrast, RUCO has chosen to ignore our estimate,

ignore our current level of expense, only to determine an estimate based on costs

from a past case that is over 7 years old. This case should stand on its own, with

respect to rate case expense and the Company's requested level of rate case

expense has not be shown by RUCO to be unreasonable.

$300,000.

ACQUISITION PREMIUM.

DO YOU AGREE WITH THE TOWN OF YOUNGTOWN THAT THE

ACQUISITION ADJUSTMENT SHOULD BE ALLOCATED BASED ON

THE CURRENT VALUE OF THE ASSETS?

Yes, I actually do. The acquisition adjustment could be considered a payment

made by a willing buyer to a willing seller of an amount over the current historical

book value of the assets based on those assets' current value. In other words, the

acquisition adjustment would be based on the difference between what the willing

buyer detennines to be the current fair value of the assets and the current historical

book value. Therefore, in this case, the allocation should then be based on the

present reproduction cost new less depreciation ("RCND") values considered in

this case, which Staff has now accepted.

is THIS THE METHOD PROPOSED BY MR. BURNHAM IN HIS DIRECT

AND/OR SURREBUTTAL TESTIMONY?

No. Mr. Burnham (Sb. at 3) continues to recommend the use of net book value,

which bears no relationship to the current value of the assets. In fact, in most

cases, net book value is substantially different than current value.

1

2

3

4

5

6

7 I v .

8 IQ.

9

10

11 A .

12

13

14

15

16

17

18

19 Q.

20

21 A.

22

23

24 Q.

25

26 A.

WHAT METHOD oF ALLOCATION

RECOMMEND?

DID THE COMPANY

I
I
l
I
I
I
I
I
I
I
I
I

The Company allocated the acquisition adjustment based on gross plant. The
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1 Company used gross plant as a method of allocation for consistency, even though I

consider the current value to be the most appropriate method. The allocation by

and between the six acquired former Citizens' state specific entities was based on

gross plant. To remain consistent, [proposed the same methodology.

HAS THE COMPANY REQUESTED THAT THE COMMISSION

DETERMINE THE ALLOCATION METHODOLOGY IN THIS

PROCEEDING?

No, the Company allocated the premium to each of the districts solely for purposes

of presentation in its filing. The Company presented the allocation in each of the

district's original cost rate base ("OCRB"), but that presentation has absolutely no

impact on the revenue requirement in this case.

DO YOU AGREE WITH THE TOWN OF YOUNGTOWN THAT THE

ALLOCATION OF THE ACQUISITION ADJUSTMENT SHOULD BE

BASED ON THE SAME METHODOLOGY FOR BOTH ACCOUNTING

AND RATEMAKING PURPOSES.

No. In fact, the Company never allocates an acquisition adjustment for accounting

purposes. The Company has recorded the acquisition adjustment on its books and

records as a Company-wide, not district specific, entry. The only time the

Company has to allocate the acquisition adjustment is for ratemaking purposes.

Therefore, the Town of Youngstown's recommendation is without merit.

2

3

4

5 ,Q.

6

7

8 A.

9

10

11

12 Q.

13

14

15

16 A.

17

18

19

20

21 Q.

22

23

24

25 A.

26

DO YOU AGREE WITH STAFF THAT THE COMPANY HAS BASED ITS

RECOMMENDATION TO AMORTIZE THE ACQUISITION

ADJUSTMENT OVER 40 YEARS ON ACCOUNTING PRINCIPLE

BOARD OPINION 17?

No. The Company has made its request based on Financial Accounting Standard

("FAS") 71, which allows a regulated utility to vary from other FAS's as long as

_12_



the varied treatment is approved by the appropriate regulatory body. In this case,

we are seeking approval of a method for ratemaking that is different from the

method prescribed in FAS 141 and 142.

DOES THE COMMISSION HAVE TO ALLOW THE RECOVERY OF

THE ACQUISITION ADJUSTMENT IN RATES FOR THEM TO ISSUE A

RULING ON THE RECOVERY METHOD, AMOUNT AND PERIOD?

1

2

3

4 Q.

5

6
7 ' A .

Q-

No.

Is THE STAFF CORRECT THAT FAS 142 REQUIRES ANY AND ALL

AMOUNTS PAID IN EXCESS FOR ASSETS To BE BOOKED AS

GOODWILL IN ACCORDANCE WITH FAS 142.

8

9

10

11

12

13

14

15

16

17

18

19 IQ.

A. No. FAS 141 and 142 set specific guidelines as to how to record an acquisition.

Any acquisition could have goodwill as well as infinite and finite intangible assets,

and an acquisition adjustment or UPAA. The acquisition adjustment for the

purchase of the Citizens water and wastewater assets was recorded by American

Water Works on its books as $34,319,549 of UPAA, $16,200,000 of infinite

intangible asset, $4,300,000 of finite intangible asset and $l7,1 17,581 of goodwill.

The UPAA and finite intangible assets are currently being amortized in accordance

with FAS 142.

W OULD YOU PLEASE SUMMARIZ E T HE COMPANY' S  REQUEST

CONCERNING THE ACQUISITION ADJUSTMENT IN THIS MATTER?

The Company has requested that it be allowed to amortize the full amount of the

acquisition adjustment based on a 40-year period using the mortgage style

amortization method. The Company is not requesting, at this time, that any portion

of the acquisition adjustment be included in the cost of service.

20

21 A.

22

23

24

25 Q.

26

Is THERE ANY BENEFIT TO RATEPAYERS FROM THE COMPANY'S

PROPOSED TREATMENT?

_13_
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I
I
I
I

believe that there are two distinct benefits. First, if and when the Company does

seek recovery of a portion of the acquisition adjustment in rates, the amount

available for recovery in a future rate case will be smaller since the Commission

would have previously authorized the Company to amortize the acquisition

adjustment. Second, by extinguishing the acquisition adjustment from the books

of the Company through amortization, any controversy and confusions over

treatment of the amortization should be reduced.

I
I

RECOVERY OF OVERHEADS AND SERVICE COMPANY CHARGES.

STAFF WITNESS ALEXANDER IGWE TESTIFIES THAT THE

COMPANY HAS NOT PROVIDED ANY EVIDENCE THAT CITIZENS'

1999 AND 2000 CORPORATE OVERHEAD EXPENSES ARE MGRE

REPRESENTATIVE OF A NGRMAL EXPENSE LEVEL THAN

CITIZENS' RECORDED TEST YEAR OVERHEAD EXPENSES. DO YOUI
I
I
I
I
I
I

1 IA.
2

3

4

5

6

7

8 ~vI .

9 Q.

10

11

12

13

14

15 A.

16

17

18

19

20

21

22

23

24

25

26

AGREE?

No, as further explained by Mr. Bourassa and the Company's President, Ray Jones,

in their rejoinder testimony, Staff has simply chosen to ignore the evidence. Staff

asked for and was provided a detailed itemization of Citizens' corporate overheads

for 1999 and 2000 as part of their review of the Company's books and records.

Staff" s review of these books and records surely led to the inescapable conclusion

that something was amiss given that the data clearly reflects a continuing decrease

in corporate overhead costs reaching its pinnacle in the same year that a final sale

of Citizens' assets was pending. See Rej binder Testimony of Ray L. Jones at 3-7.

I suspect it is not so much as Staff's auditors missed this evidence, rather they have

just decided to ignore it because the irregular test year data leads to a lower

revenue requirement. As we have repeatedly explained, however, Citizens' test

year corporate overhead expenses bear no relationship to the overhead and Service

I
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Company costs Arizona-American will incur during the period the rates

established in this proceeding will be in effect.

so STAFF NEVER MADE ANY INQUIRIES CONCERNING THE

OBVIOUS DECREASE IN THE LEVEL OF CORPORATE OVERHEAD

EXPENSE IN 2001 AS COMPARED TO 1999 AND 2000?

No, although Staff has already acknowledged that the Company provided

information that the 2001 Citizens' overheads were not representative. See

Attachment to Surrebuttal of Alexander Ibhade Iggie ("Iggie Sb.)(Company's

response to Data Request DWC 6-9, explaining that Citizens eliminated 15 full

time positions between the time the acquisition agreement was signed and the time

the acquisition was closed.).

DID RUCO CONDUCT AN ANALYSIS OF THE COMPANY'S

PROPOSED PRO FORMA ADJUSTMENT?

Yes, RUCO asked many questions concerning the Company's proposed pro forma

adjustment to use Arizona-American's 2002 overheads (from American Water

Works) and Service Company (from American Water Works Service Company)

expense levels. RUCO accepted the concept of this pro forma adjustment but

recommended use of the actual 2002 amounts, which, at the time of the

Company's filing were not yet available. We have accepted this recommended

change by RUCO and now propose a pro forma adjustment based on Arizona-

American's actual 2002 levels of overhead and Service Company charges.

1

2

3 IQ.

4

5

6 IA.
7

8

9

10

11

12 Q.

13

14 A.

15

16

17

18

19

20

21

22 Q.

23

24

25 A.

26

DO YOU HAVE ANY COMMENT ON MR. IGWE'S CLAIM THAT THIS

PRO FORMA ADJUSTMENT SHOULD BE REJECTED BECAUSE

THERE Is NO CORRESPONDING "BENEFIT" TO RATEPAYERS?

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
|

Yes, I do. Staff offers this remarkable position in several places in its testimony in

this case. See e.g., Iggie Sb. at 4, is. 15-17. I know of no Commission rule, order,
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policy or other document that requires that every pro forma adjustment provide a

corresponding benefit to ratepayers. Instead, the Commission's rules call for pro

gonna adjustments to ensure a more realistic relationship between rate base,

revenues and expenses during the period rates will be in effect. A.A.C. Rl4-2-

103(A)(3)(i) (definition of "pro forma adjustment"). There is simply no mention

of a "ratepayer benefit" requirement, nor is it always possible to show such a

benefit, as Mr. Jones explains in his rejoinder testimony.

Q- IN SUMMARY, MR. STEPHENSON, WHAT Is WRONG WITH STAFF'S

POSITION THAT CITIZENS' 2001 TEST YEAR CORPORATE EXPENSE

LEVELS SHOULD BE USED?

I
I

I

I
I

1

2

3

4

5

6

7

8

9

10

11 A.

12

13

14

15

16

17

18

19

20

21

Hz 1

23

24

25

26

Staff essentially bases its recommended use of 2001 Citizens' corporate overheads

on two specific points: 1) that the use of the Company's 2002 overheads and

Service Company charges is inconsistent with historical test year premises and

creates a mismatch with teat year revenues and customers, and 2) using the 2002

numbers unduly increases overhead expenses by $4,079,823 without any known

benefit to ratepayers. Iggie Sb. at 6.

First, overheads have little or nothing to do with revenues, customers or rate

base. Overheads are the costs that the general office allocates to an entity to run

the business. These overheads are allocated to each of the entities based on prior

year-end number of customers. The Company did normalize customers and

revenues to the 2001 year-end level -. the same level used to allocate general office

overheads for the year 2002. Therefore, under any proforma scenario, the

overheads and revenues are matched.

Second, Staff is bantering about figures that are totally misleading. Staff

wants this Commission to believe that Arizona-American is requesting a level of

overheads that is $4 million greater than that of the previous ownership. I agree

I
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that the narrow scope of Service Company overheads may be increasing by over $4

million. However, the total allocated charges, including salaries, per the

Company's rebuttal filing is now just over $1.9 million. See Stephenson Rejoinder

Exhibit 2, attached hereto. This is less than the reduction in Citizens 2001 charges

as compared to the average of the 1999 and 2000 Citizens' overheads and less than

the reduction provided by the lower cost of capital for American Water Works.

Staff should present the whole picture when making comparisons, not just a one-

sided view.

HOW DOES STAFF'S POSITION ON THE COMPANY'S

RECOMMENDED USE OF 2002 OVERHEADS AND SERVICE

COMPANY CHARGES SQUARE WITH STAFF INCLUSION OF THE

DEL WEBB PILAR PAYMENTS?

These positions are completely inconsistent. These payments do not start until

2004, or three years beyond the test period in this case. Applying Staffs view, this

would create an inappropriate mismatch between revenues and expenses.

Nevertheless, Staff includes these payments, which lower the revenue requirement.

ARE THESE PAYMENTS KNOWN AND MEASURABLE?

No. The agreement has conditions that could alter the amount of the payments.

1

2

3

4

5

6

7

8

9 Q-

10

11

12

13 A.

14

15

16

17 Q.

18 A.

19 Q.

20

21 |

22

23 A.

24

25

26

IF THE AGREEMENT Is BEYOND THE TEST PERIOD, AND THE

AMOUNT Is NOT FULLY KNOWN, WHY DID THE COMPANY

RECOMMEND THAT THE AMOUNT BE INCLUDED IN THE TEST

YEAR PRO FQRMA CALCULATIONS?

I

The Company thought it would be best to consider the time period in which new

rates would become effective, i.e. 2004. There should be a payment in 2004.

Additionally, the Company realized that failing to include the PILAR payments

would lead to much higher rate increases in the Anthem districts. In other words,
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I
the Company was trying to be fair to its customers.

2 HOW DOES THE INCLUSION OF THE DEL WEBB PAYMENT

REFLECT ON THE COMPANY'S REQUEST TO INCLUDE THE 2002

OVERHEADS?

Simply, the Company was matching known, future changes that should be

considered at the time rates would be in effect. Again, this is the purpose of pro

forma adjustments .

1

IQ.
3

4

5  I A .

6

7

8 IQ.

9

10

11 A.

12

13

14

15

16

17

18

19

20
21

22

23

24

25

26

DO YOU HAVE ANY OTHER COMMENTS TO MAKE ABOUT STAFF'S

CONTENTION THAT USING THE AWW 2002 RECORDED

OVERHEADS CREATES A MISMATCH?

Yes I do. Staff keeps refening to the creation of a mismatch between revenues,

expenses and rate base. However, as I noted earlier, Staff has accepted the

Company's recommendation to consider the Del Webb 2004 payment in the

revenue requirement. Based on Mr. Iggie's definition of mismatch, there is one

other very blatant mismatch that Staff recommends. Staff is recommending basing

the return on equity for Arizona-American on updated information through

September 2003. This updated information was not known and measurable at the

end of the test period. In fact, it didn't exist until a month ago. The Company has

had little or no opportunity to test or evaluate this updated infonnation. Yet, the

Company understands that it is the best information available on which to evaluate

a determination of a revenue requirement in this case. The Company does not

dispute updating the information, even though it will dispute how the information

is used in any detennination of a recommendation for a return on equity.

The Company provided all of its overhead recommendations in its filing,

which was accepted in January 2003. Staff had ample time to evaluate the

prudence of these overheads, but instead chose to ignore them. They are known

I
I _18_



I

1

I

and measurable, they are based on the current operations of the Company, and no

party to this proceeding has made any claims that any of the amounts are

imprudent. I again will state my view that the only reason Staff continues to

recommend use of historical overheads of a former owner is an effort to base their

recommendations on whatever option leads to the lowest possible revenue

requirement, regardless of whether the adjustment is known and measurable.

VII.

Q-

I

FAIR VALUE RATE BASE ISSUES.

IN YOUR REBUTTAL TESTIMONY WERE YOU BEING

"INFLAMMATORY AND INACCURATE" IN YOU REPRESENTATION

OF THE QUALIFICATIONS OF THE TOWN OF YOUNGTOWN

WITNESS MR. BURTON?

No, I was merely testifying than I believe all of the intervenor witnesses, including

Mr. Burton, have failed to adequately and accurately represent what the Company

understands is the law in Arizona. The Company believes the Arizona

Constitution requires that regulated entities be allowed a fair rate of return on a fair

value rate base.

2

3

4

5

6

7
8 I

9

10

11

12 A.

13

14

15 .
16

17 Q.

18

19

20 A.

21

22

23

24

25

26

DO YOU AGREE WITH MR. BURTON THAT ALL THREE PARTIES

(RUCO, STAFF AND THE TOWN OF YOUNGTOWN) REACH THE

SAME OR SIMILAR CONCLUSIONS?

No, I think Mr. Burton has jumped the gun here, which further reflects his lack of

experience with the way things are done here in Arizona. Pretiled Surrebuttal

Testimony of Michael E. Burton ("Burton Sb.") at 4, is. 17-19. RUC() testified on

surrebuttal that the Commission must consider RCND rate base ("RCRB") when

evidence of such is presented. Diaz Cortez Sb. at 3. In his surrebuttal testimony,

Staffs lead witness, Darren Carlson, states Staff' s position that the Company's fair

value rate base ("FVRB") be determined using a 50/50 weighting of RCND and
I
I
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1 original cost. Surrebuttal of Darvon W. Carlson ("Carlson Sb.") at 6, Is. 1-3. Mr.

Burton has recommended that FVRB should equal  OCRB and that the

Commission should disregard the Company's RCRB. Burton Sb. at 6-7. Thus, the

positions of these three parties are not consistent. We maintain that adoption of

Youngstown's recommended approach would violate Arizona law.I
Q- DO YOU AGREE WITH MR. BURTON THAT ALL THREE PARTIES

REACH THE APPROXIMATE SAME RECOMMENDATION (FOR A

REVENUE REQUIREMENT)?

Yes, because despite testifying that the Commission should consider RCRB in

determining the FVRB, Staff and RUC() then ignore RCRB in determining the

appropriate revenue requirement. This, the Company submits, makes the positions

advanced by Staff, RUCO and Youngtown unlawful and confiscatory.

I
I
I
I

Q- DO YOU AGREE WITH MR. BURTON, THAT HIS DETERMINATION

OF FAIR VALUE RATE BASE IN THIS PROCEEDING Is ENTIRELY

CONSISTENT WITH PRIOR (COMMISSION) FAIR VALUE

DETERMINATIONS?

I

I
agree that most fair value determinations have been based on a return based on

OCRB to detennine a revenue requirement and then the return on FVRB is

"backed into," as Mr. Carlson and Ms. Diaz Cortez explain. This does not mean

this approach is valid. Past "practices" do not override the law. In this case, we

assert that the Commission should follow the law and grant Arizona-American a

just and reasonable rate of return on the FVRB .

2

3

4

5

6

7

8

9 A.

10

11

12

13

14

15

16

17 A.

18

19

20

21

22

23 Q.

24 A.

25

26

Is STAFF now RECOMMENDING THIS APPROACH?

No. Staff has proposed a FVRB detennined by a 50/50 weighting of the

Company's OCRB and RCRB. Carlson Sb. at 12, 16. However, Staff is not

recommending that the Commission provide the Company a just and reasonable

I
I
I
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1 return on that FVRB as reflected in Staffs surrebuttal schedules.

I
I
I
I
I
I
I
I

Q- PLEASE EXPLAIN.

Yes, looking at Stephenson Rejoinder Exhibit 1, attached hereto, Staff has

determined a rate of return on FVRB that differs from district to district. See,

generally, Staff Surrebuttal Schedules. In fact, the returns recommended by Staff

on FVRB vary from a high of 8.76% to a low of 3.97%. A 3.97% rate of return is

hardly reasonable. It is less than the cost of most debt instruments. We believe the

law mandates that regulated monopolies be provided with an opportunity to earn a

reasonable return on the fair value of the plant it devotes to serving customers. I

do not believe a 3.97% return would ever be considered reasonable.

HOW DID STAFF REACH THIS RESULT?

I
I

I think it is quite obvious that the revenue requirements recommended by Staff, on

all of the three rate base determinations, are calculated by applying the

recommended rate of return exclusively to OCRB. There is no other answer. Staff

has simply determined a revenue requirement based on OCRB, and then used that

exact same revenue requirement for the other two rate base detenninations, RCRB

and FVRB. In other words, the returns allowed on the equity portion of the non-

OCRB detenninations is simply "backed into" as a matter of simple mathematics.I
I

WHAT is WRONG WITH THIS APPROACH?

I believe it is unlawful and confiscatory. If the law of the State is to determine a

revenue requirement based on the fair value of the utility's plant and property, then

it is only logical that the returns on rate base should be the same, unless the

Commission is going to conclude, without any evidence, that the cost of equity

capital is vastly different for every one of the 10 districts at issue in this case.

Otherwise, the Commission is not setting rates based on fair value.

I
I
I
I

2

3 IA.

4

5

6

7

8

9

10

11 Q.

12 A .

13

14

15

16

17

18

19 Q.

20 A.

21

22

23

24

25

26 Q. WHY 1s THIS CONFISCATORY?
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I
I
I
I

in

I
I
I
I
I

SO Is IT YOUR OPINION THAT STAFF, AND OTHER PARTIES, ARE

NOT RECOMMENDING DETERMINATION OF THE

REVENUE REQUIREMENT BASED ON ANYTHING EXCEPT OCRB?

I

I
I
I

1 IA. In his surrebuttal testimony, Mr. Carlson testifies that Staff has increased its

2 recommended rate base from $91,647,303 in their direct presentation to

3 $113,569,259 in their surrebuttal presentation. Carlson Sb. at 17. Yet, Staffs

4 surrebuttal presentation contains a lower recommended revenue increase than its

5 direct presentation, from $476,722 to $346,647. Id. at 18.

6 Now, there are a few minor expense adjustments the testimony of Mr.

7 Iggie, and Staff has lowered its recommended rate of return on equity (from 9.7%

g to 9.0%). However, Staff has also eliminated the approximately $22 million in

9 plant from rate base. Based on a 40% equity structure and a $91 million rate base,

10 the revenue requirement, based on the change in the recommended return on

11 equity, should be reduced by about $250,000. Thus, Staffs increase in rate base

12 makes absolutely no difference.

13 Q-
14 REALLY

15

16 A. That is correct. This point is quite evident in all three parties recommendations.

17 The Staff recommends a FVRB, but only recommends a revenue requirement on

18 what they proclaim is a reasonable return on OCRB. See Stephenson Rejoinder

19 Exhibit l, Staff Surrebuttal Schedules. RUCO states that the revenue requirements

20 on all three rate base determinations should be the same and that the returns are no

21 more than a "fall-out". Diaz Cortez Sb. at 3-4. The Town of Youngtown very

22 plainly states that OCRB should equal FVRB, unless the Commission determines

23 that an acquisition premium should be allowed. Burton Sb. at 6-8 .

24

25

26

VIII. CAPITAL STRUCTURE AND FINANCIAL INTEGRITY.

Q- THE STAFF COST OF CAPITAL WITNESS, MR. REIKER, TESTIFIES

THAT STAFF HAS MODIFIED ITS RECOMMENDATION AS TO THE

I
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COMPANY'S CAPITAL STRUCTURE AND COST OF DEBT. DOES THE

COMPANY AGREE WITH STAFF'S SURREBUTTAL POSITION?

I
I
I

The Company and Staff are now extremely close. The Company is proposing a

capital structure that consists of 60% debt and 40% equity, with a cost of debt of

4.86%. Staff is now recommending a capital structure consisting of 60.1% debt

and 39.9% common equity, and a cost of debt of 4.8%. Surrebuttal Testimony of

Joel M. Reiker ("Reeker Sb.") at 2 Table 1).

I
Q- HOW DOES RUCO'S RECGMMENDED CAPITAL STRUCTURE

COMPARE TO THE COMPANY'S CAPITAL STRUCTURE?

I

RUCO's recommended capital structure is, once again, very similar to the

Company's. Its capital structure contains 59.89% debt and 40.11% common

equity. Thus, the recommended capital structures of the three parties are virtually

identical, with Staffs capital structure containing the largest percentage of debt

and RUCO's capital structure containing the smallest percentage of debt. RUCO

has also accepted the Company's debt cost of 4.86%.

I
I
I
I

HAVE STAFF AND RUCO MODIFIED THEIR RECOMMENDED

RETURNS ON EQUITY?

I
I
I
I

1

2

3 'A.

4

5

6

7

8

9

10 A.

11

12

13

14

15

16 Q.

17

18 A.

19

20

21

22

23

24

25

26

Yes, although Staff and RUCO are moving in opposite directions. As I noted,

Staff has reduced its recommended return on equity from 9.7% to only 9.0%.

Reeker Sb. at 2. RUCO, in contrast, has increased its recommended return on

equity from 9.11% to 9.6l%, in order to take into account the leverage in the

Company's capital structure. Surrebuttal Testimony of William A. Rigsby at 10.

Consequently, Staff, RUCO and the Company all agree that 50 basis points should

be added to the cost of equity estimates derived from the sample groups of publicly

traded water and gas utilities. However, there is still a substantial disagreement

regarding those cost of equity estimates, which is the subject of Dr. Zepp's

I
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1

I
2

3

testimony in this case. The Company is continuing to request an authorized return

on equity of 11.5% (which includes the 50 basis point adder, mentioned above),

based on Dr. Zepp's recommendations.

4 Q-

I
ON PAGES 29  AND 30  OF  HIS SURREBUTTAL TEST IMONY,  MR.

REIKER AGAIN RAISES THE ISSUES OF ARIZONA-AMERICAN'S

FINANCIAL INTEGRITY. DO YOU HAVE ANY COMMENTS ON THAT

TESTIMONY?

I
I

I
I
I
I
I
I
I
I
I
I

5

6

7

8 WA.

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Yes. Frankly, Ink. Reiker's surrebuttal testimony on the issue of financial integrity

makes no sense. As a preliminary matter, should emphasize that Mr. Reiker

raised the issue of financial integrity in his direct testimony on page 30, in which

he claimed that Staff's rate of return recommendation results in a pre-tax interest

coverage ratio of 3.2, which is comparable to the interest coverage ratio typically

required by a major credit rating service for an A-rated electric utility. My rebuttal

testimony, at pages 28 through 32, explained why Mr. Reiker's assertion is clearly

wrong and that based on Staffs recommendations, the pre-tax interest coverage

ratio is approximately 1.0 .- an indication of financial distress.

Mr. Reeker has responded to my rebuttal testimony by pointing out that I

used accounting data to compute the pre-tax interest coverage ratio based on

Staff" s recommendations. I am not sure what Mr. Reiker means. Interest coverage

and debt service ratios use book (i.e., accounting) data. Staff' s updated capital

structure consisting of 60.1% debt and 39.9% equity is based on accounting data,

as is Staffs updated recommended cost of debt of 4.77%, as shown in Schedule

JMR-sl7, attached to Mr. Raker's surrebuttal testimony. Accordingly to Mr.

Reiker, the Company's annual debt service cost is $8,295,442 and its annual

coupon cost of debt is $8,267,724, as shown in Schedule .TMR-S17. Putting aside

the extremely small difference between Staffs cost of debt and the Company's

I
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cost of debt, we agree that the annual debt service requirement is approximately

$8.2 million. I can't believe that any credit rating service, like Standard & Poor's,

or any standard finance textbook, such as the Brealey and Myers text cited in Mr.

Reiker's direct testimony on page 30, would recommend the use of anything other

than the actual amount of interest that a firm is required to pay on its outstanding

debt to determine its interest coverage.

Mr. Reiker also claims that the pre-tax interest coverages that I computed

somehow assume that "the Commission is obligated to provides a dollar return on

items other than assets devoted to public service." Reiker Sb. at 29. This is also

nonsensical. Nowhere in his testimony does Mr. Reeker criticize the formula that I

employed, which is very simple and easy to apply. The total available for interest

coverage is equal to operating income (i.e., revenue less expenses) plus income

taxes. That total is then divided by Mr. Reiker's interest expense taken from his

schedule. There are other variations of this formula, such as the times-interest-

earned ratio, in which depreciation is included. These are straightforward, widely

used formulas that don't assume anything about Commission ratemaking.

I am also very disturbed by Mr. Reiker's suggestion that the Company is

asking for a return on assets that are not devoted to public service. I am not aware

that the Company's rate base, as adjusted, includes any assets that are not used and

useful, and Mr. Reiker fails to identify any of those assets in his testimony. In fact,

Staff has now accepted the Company's RCRB. Thus, Mr. Reiker's testimony

conflicts with the testimony of other Staff witnesses.

I MR. REIKER ALSO PROVIDES A HYPOTHETICAL EXAMPLE ON

PAGE 29 OF HIS SURREBUTTAL TESTIMONY THAT PURPORTEDLY

SUPPORTS HIS ARGUMENT. Is THAT EXAMPLE VALID?I

1
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23 Q.

24

25

26 A.

I
I

This example is not valid. Mr. Raker asks himself whether he can "provide an
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example of the situation where a utility made substantial investment in assets not

devoted to public service," which would purportedly support the use of "non-

accounting" data to compute the pre-tax interest coverage ratio. In his answer, Mr.

Reeker goes on to describe a utility paying a l00% premium in purchasing the

assets of another utility "[d]ue to reasons related to management self-interest and

not public benefit." Reiker Sb. at 29. There are several obvious problems with

this hypothetical example.

First of all, I don't see how it would ever be in the "selfs-interest" of a

utility's management to "overpay" for another utility's assets. Mr. Reiter's basic

premise is illogical. Putting that aside, I don't see how this hypothetical is

analogous to Arizona-American's acquisition of the water and wastewater utility

plant and assets of Citizens Communications Company in Arizona. Under Arizona

law, a transaction like the transaction in Mr. Reiker's example would require two

different approvals from the Commission: (l) an approval to sell and transfer the

assets, and (2) approval of debt financing to purchase the assets. Arizona-

American obtained both of those approvals. First, in Decision No. 63584 (April

24, 2001), the Commission authorized Citizens to sell and transfer its water and

wastewater utility plant and assets to Arizona-American in accordance with the

terns of a settlement agreement we negotiated with Staff, attached to the decision.

Among other things, the Commission specifically stated, as findings of fact:I
I

Arizona-American is a fit and proper entity to acquire Citizens'
utility assets and Certificates and to assume Citizens' public service
obligations for the operation of the utility systems in Arizona.

I Staff and Arizona-American believe that approval of the Agreement
attached hereto as Exhibit A is in the public interest.

I
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Based on our review of the evidence, Staffs recommendations in
findings of fact No. 14 and the Agreement are reasonable and in the
public interest. Therefore, transfer of Ci t izens' water and
wastewater utility assets and Certificates to Arizona-American

I
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should be approved.

Decision No. 63584 at 16. In the Settlement Agreement itself, Staff expressly

agreed "that Arizona-American is a fit and proper entity to acquire the Certificates

and that the Commission should authorize and approve the transfer of Citizens'

Arizona water and wastewater assets to Arizona-American on the terms set forth

herein. No additional terms, conditions or requirements are necessary or

appropriate." Decision No. 63584, Exhibit A at 3-4. There was never any

suggestion of "overpayment" or any other improper conduct by Arizona-American

made by Staff.

Moreover, in Decision No. 64002 (Aug. 30, 2001), the Commission

authorized Arizona-American to issue debt in an aggregate principal amount not to

exceed $180 million in order to finance the acquisition of Citizens' water and

wastewater utility plant and assets in Arizona. Among other things, Staff

specifically examined Arizona-American's ability to repay the proposed debt, and

computed times-interest-earned and debt service coverage ratios based on various

scenarios. The decision states:

I Staff believes that approval
£ub ac `
e

I

. . . of the application will be
compatible with the interest, with sound financial
practices, and with t proper performance by Arizona-
American of service as a pub ic service corporation and will
not impair its ability to perform that service. We concur with
Staff, and believe it is appropriate to approve Arizona-
American's application without a hearing, subject to the
conditions indicated above.I

I
I
I
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Decision No. 64002 at 7. Among the conditions recommended by Staff and

imposed by the Commission was the requirement that the Company increase its

equity by at least $0.69 for each dollar of acquisition debt issued by Arizona-

American to ensure that Arizona-American's capital structure remain reasonably

balanced. Decision No. 64002 at 9 (Finding of Fact No. 17) and 10-11. The

I
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Company has complied with all of these conditions, including malting an infusion

of equity capital in conjunction with the acquisition to maintain a reasonably

balanced capital structure.

In short, the Company's acquisition of, and financing associated with

acquiring Citizens' water and wastewater assets was thoroughly reviewed and

considered by Staff and approved by the Commission. Both the Commission and

Staff have determined that the acquisition and the financing through the

acquisition were in the public interest. Mr. Reiker is implicitly attacking the

Commission's prior decisions, which were supported by Staff in suggesting that

the Company grossly overpaid for Citizens' assets or invested in assets that are not

devoted to public service through his hypothetical example. This sort of tactic is

improper.

I
I

REBUTTAL TO MR. GRIMMELMANN.

DID YOU HAVE AN OPPORTUNITY TO REVIEW THE SURREBUTTAL

TESTIMONY FILED BY MR. GRIMMELMANN ON BEHALF OF THE

ANTHEM COUNTRY CLUB HOMEOWNERS ASSOCIATION?
I
I
I
I
I
I
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Yes. I should note, however, that the Anthem Country Club Homeowners

Association did not serve a copy of Mr. Grimmelmann's testimony on Arizona-

American or its counsel. Fortunately, one of the Staff attorneys alerted us that this

testimony had been filed, and subsequently provided a copy of the testimony to us.

Consequently, I did have an opportunity to review it, albeit rather quickly under

the circumstances. Frankly, I am not sure how to respond to this testimony.

Put simply, Mr. Grimmelmann believes that the rates and charges for water

and wastewater services in Anthem are too high, and is very critical of what he

calls "the inaccurate (or potentially incompetent) initial rate estimates requested by

the former Citizens Water Company, and the acceptance of these rates by

I
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[Arizona-American]." Surrebuttal Testimony of Frank J. Grimmelmann at 6. It is

true that Anthem's water and wastewater rates are high relative to the rates

established for the older districts, such as Sun City and Sun City West. However,

Mr. Grimmelmann apparently does not understand that the setting of rates is based

on a variety of different district-specific factors, and that rates charged by water

and wastewater utilities, as well as non-regulated municipal providers, vary widely

based on the number of customers, amount and date of plant, level of accumulated

depreciation, operating expenses and many other factors.

I should also note that the initial rates approved for Citizens in Decision No.

60975 (June 19, 1998) are actually lower than the rates initially recommended by

Staff in that proceeding. understand that Citizens (with the assistance of RUCO)

were able to convince Staff to accept the lower rates and charges for service that

Citizens proposed. In addition, as I indicated above, the Commission was aware

that it was setting rates based on estimated customers, rate base, revenue and

expenses, and ordered Citizens to file a rate application in 2004 using a 2003 test

year, or within six months of the time when 3,500 "equivalent residential units" are

being served. Arizona-American, in obtaining approval to acquire Citizens' water

and wastewater assets, was specifically ordered to continue to charge the existing

rates and charges previously authorized for each of the Citizens districts in

Decision No. 63584. Mr. Grirnmelmann is probably not aware that Arizona-

American could not have requested modifications to the rates and charges for the

Anthem districts during the course of that proceeding.

I
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MR. GRIMMELMANN'S TESTIMONY CONTAINS A FAIRLY

LENGTHY DISCUSSION ABOUT THE PURCHASE PRICE PAID FOR

THE CITIZENS' WATER AND WASTEWATER ASSETS AND THE

APPROPRIATE RETURN ON EQUITY. DO  YOU  HAVE  ANY

I
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Frankly, I have reviewed this testimony, and I am unable to follow Mr.

Grilnmelmann's arguments. Like some of the other parties, as discussed above,

Mr. Grimmelmann appears to be advocating the use of an OCRB rate base,

without regard to the current fair value of those assets. I have addressed this issue

at length above, and will not repeat that discussion here. I also could not follow

the logic of his discussion about the "appropriate theoretical rate of return." Mr.

Grimmelmann seems to assume that a return on equity of only 7.95% would allow

a utility to double its equity every 10 years. It is not clear to me how this would be

possible if his hypothetical company were to meet annual debt service

requirements, pay dividends to our shareholder, and finance new plant, in addition

to paying operating expenses and taxes. I am Sony, but I simply don't know how

to respond to this discussion.I
DOES THIS CONCLUDE YOUR REJOINDER TESTIMONY?

I Yes it does.

I
I

14812503

I
I
I
I
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Arizona American
ACC Staff Rebuttal Returns
(Source: DWC-1 )

District
Sun City Water

RCND OCRB FVRB
Required Rate of Return
Revenue Requirement
Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

3.20%
1,411,735

627,195
43,955,934
13,133,941
30,821,993

2.55%

6.50%
1,411 ,735

627,195
21 ,853,479
13,133,941
8,719,538

9.00%

4.20%
1 ,41 1,735

627,195
32.904,707
13,133,941
19,770,766

3.97%

Sun City Wastewater Required Rate of Return
Revenue Requirement
Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

3.30%
562,884
250,074

17,199,992
5,236,743

11,963,249
2.61%

6.50%
562,884
250,074

8,713,382
5,236,743
3,476,639

9.00%

4.30%
562,884
250,074

12,956,687
5,236,743
7,719,944

4.05%

Sun City West Water Required Rate of Return
Revenue Requirement
Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

5.00%
773,345
343,576

15,314,756
7,194,740
8.120,016

5.29%

6.50%
773,345
343,576

11,971 ,281
7,194,740
4,776,541

9.00%

5.70%
773,345
343,576

13,643,019
7,194,740
6,448,279

6.66%

Sun City West Wastewater Required Rate of Return
Revenue Requirement
Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

4.70%
575,975
255,890

12,222,469
5,358,526
6,863,943

4.66%

6.50%
575,975
255,890

8,916,017
5,358,526
3.557,491

9.00%

5.40%
575,975
255,890

10,569,243
5,358,526
5,210,717

6.14%

Agua Fria Required Rate of Return
Revenue Requirement
Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

5.90%
1,076,571

478,291
18,283,746
10,015,774

8,267,972
7.24%

6.50%
1,076,571

478,291
16,665,182
10,015,774

6,649,408
9.00%

6.20%
1,076,571

478,291
17,474,464
10,015,774
7,458,690

8.02%

Anthem Water Required Rate of Return
Revenue Requirement
Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

6.20%
598,784
266,023

9,629,285
5,570,726
4,058,559

8.20%

6.50%
598,784
266,023

9,269,095
5,570,726
3,698,369

9.00%

6.30%
598,784
266,023

9,449,190
5,570,726
3,878,464

8.58%

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Anthem Wastewater Required Rate of Return
Revenue Requirement

6.30%
176,479

6.50%
176,479

6.40%
176,479



Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

78,405
2,790,224
1,641,853
1,148,371

8.54%

78,405
2,731,868
1 .641 .853
1,090,015

9.00%

78,405
2,761 ,046
1,641 ,853
1,1 19,193

8.76%

I
I
|
I
I

Tubae Water Required Rate of Return
Revenue Requirement
Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

4.20%
72,847
32,364

1,734,478
677,724

1 ,056,754
3.83%

6.50%
72,847
32,364

1 ,127,661
677,724
449,937

9.00%

5.10%
72,847
32,364

1 ,431 ,070
677,724
753,346

5.37%

Havasu Water Required Rate of Return
Revenue Requirement
Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

4.60%
53,109
23,595

1,142,665
494,092
648,573

4.55%

6.50%
53,109
23,595

822,117
494,092
328,025

9.00%

5.40%
53,109
23,595

982,391
494,092
488,299

6.04%

I
I
I
I
I
I
I
I
I
I

Mohave Water Required Rate of Return
Revenue Requirement
Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

4.70%
618,688
274,866

13,216,710
5,755,910
7,460,800

4.61%

6.50%
618,688
274,866

9,577,221
5,755,910
3,821 ,31 1

9.00%

5.40%
618,688
274,866

11,396,966
5,755,910
5,641 ,056

6.09%

I
|
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EXHIBIT 2
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Arizona-American Water Company
Docket No. W-G1383A.G2.G869
Test Year Ended December 31, 2801

Mohave Water District
Schedule TJC-4

Page 4 of 17

RATE BASE ADJUSTMENT #t - TEST YEAR PLANT & ACCUMULATED aEpREcaATlor¢
YEAR ENDED DECEMBER 31, 1888

(A> (B) (D> <F)

LINE
NO.

ACCT.
NO,

PLANT
ADDlT'NS

PLANT
RET!RMITS

(C)
FULL
DEP
PL'T

DEP.
EXP.

(E)
TOTAL
PLANT
VALUE

ACCUFv1.
DEP,

(G)
NET

PLANT
VALUE

$ 0 $ o s o s o s $
nU o

~ v301 .of
302 .of
30330

1
2
3
4 s 6 s : 0 s 6 5 6 s

za.30Q
7,291

O
28,866 15 6 s

21,359
1291

G
25,666

s 28,324 s o s nu 5 $ s s0
3,379

10B

G
5,913

138z,2s:s

310.00
311.00
312.00
313.90
31400

220.148
1 19,396

5,412
0

5
e
7
8
9

AD s
87.663

128.250 s G s u
14,336

, s
579,794
954,751 s

23,2G?
29.258 $

230,149
1 13,483

5.274
G

555.588
905,493

$ o $ Ru
u $ G $ o

243
s a

9 8
425

s

159,316 47,169 77,915

320.80
321 .DD
323,00
325. 00
326.08
328.18 n

v

11
12
13
14
15
15
17 s 189,316 s G 9

2,358
10,182

0
t ,015,935

o

S 1,025.475 $ I8,341 s

2,358
9356

o
938,020

o
o

956, 155

s 0 e
9 G s o $ s s $330.98

331 TO
332 .of

O
562

18
19
20
21 s

5,314
5,514 $ G s 6 $

o
379

4,zss
4,644 5

o
15,141
38,204
55,545 s

7,226
7,888 s

(Q)
14,478
30,979
45,437

e
41 G s o s o a:

*
nu Q

-p s s
BE

9,774
1655-a8

6,253
593, 132

85.094
47,629

5a,oe7
65.950

22
23
24
25
26
Z7
28
29
30
31

34000
341 .of
342.00
343.00
344.00
345.00
346.00
348.00
349.00

ACCOUNT NAME v
!NTANGIBLE

Organization
Franchises
Miscreilaneous intangibles

SUBTOTAL iNTANGibLE
SOURCE OF SUPPLY

Land And Land Rights
Structures And Improvements
Coiieeting And impounding Res.

Rivers, Other intakes
Wells And Springs

SUBTOTAL SUPPLY
PUMPlNG

Land And Land Rights
Structures And improvements
Other Power Production
Electric Pumping Equipment
Diesel Pumping Equipment
Gas Engine Pumping Equipment

SUBTOTAL PUMPiNG
WATER TREATMENT

Land And Land Rights
Structures And improvements
Water Treatment Equipment

SUBTOTAL TREATMENT
TRANSNHSSION s. oisTR1BuTz<>n

Land And Land Rights
Structures And improvements
Distribution, Reservoirs, & ST
Trans. And Dist.Mains
Fire Mains
Services
Meters
Hydrants
Other Trans. Md Gist.

SUBTOTAL TRANS. & DIST.
GENERAL

s 752388 5 6 5 6 $ 299,381

9,500
4,578

543,142
6,537,860

0

1 ,1 15,868

1 ,033,762
31 .351

O
s 9,3/8,180

o 9,600
145 4,433

16,569 526,573
274,676 6,363,184

O
98,918 1,015,950

1 12,385 821 ,377
_ 31 ,351
» 0

$ o s O s .|\
u s s s s

3,169

389.00
390.00
391 OO
391 .10
392.00
393.00
394.00
395.00
396.00
397.00
398.00

32
33
34
35
36
37
38
39
40
41
42
43

Land And Land Rights
Structures And improvements
Office Furniture And Equipment!
Computer Equipment
Transportation Equipment
Stores Equipment
Tools, Shop And Garage
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Miscellaneous Equipment

SUBTOTAL GENERAL s
383

3,562 5 6 s 6

Q
2,848
1 ,81 S

0
38.499

195
3.170

143
5.245

768
814
, s

330
140.300
45.884

U
153,995

4 . 4 8
41 .990
4.661

56.828
~ .sao
13,346

480.586 s

o
4,984
3,124

O
67,373

321
5,54a

250
9,179
1.340
1,357

§5,4t5 s

330
135,316
42.750

0
86.822

4,637
35,442

4,4t1
47,547
17,350
11 ,989

safgsxas

44
45
46

Ase Deere. March 31, 1988
Adjustment Due To Rounding

TOTAL WATER PLANT s 1,058,559 s 6 s 6 s 422,767 s 11.962,511

$ 1,578,881
0

5 §,t§19,796

References:
Columns (A) & (B): Company Response To RUCO MM Request No. 1.22
Column (C): lnlsnlionally Lai! Blank
Column (D): [(Cd. (A) *- Cd. (B)) x TJG4, Pages, Col. (A) x 1/2 yr. ¢:onv.] + 1TJC-4, Pages, Col. (D) - Col. (C)] x T.lc-4, Page 2, Cal. (A)
Column (E): SchedWe TJC-4, P598 3, Column (D) + Column (A) - Column (B)
Colmnn (F): Schedule T.lc-4, Flags a, Column (E) - Column (B) + column (D)
Cdkllllll (G): Column (E) - Cdllmn (F)

EXHIBIT
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Arlana Ameracar v'\tatet Company
Docket No. vv.013G3A~02-0869
Test Year Eroded Gecember 31, 2893

Mohave water District:
Schedule TJC-4

Page 5 of 17

RATE BASE ADJUSTMENT #1 - TEST YEAR PLANT a ACCUMULATEE 9EPREClATI8N
YEAR E?4i3ED ssesmssn at, 1999

(A) (3) <r>> 583V f

LlN»E
no.

ACCT,
no.

F'3.A34T
ADD!T'NS

PLANT
RET:lam'Ts

<<:>
FULL
DEF,
PL'T

DEP..

EXP

(E)
TOTAL
PLANT
VALUE

ACQUM,
DEP.

<@>
NET

PLANT
VALUE

s 42? $ £ $ 0 3 as s s1
2
3
4

302.00
303.00

8
0
0
G6 s G s

22, 736
7,291

0
56,621_ s s

22,?3c
7,291

0
35,621

II lIIIII 1 1 U1

s G
99,891
mama

5 u s a 3 3 m
.3 sG

4,654
888

G*

238848
2'23,48`?

25,245
G

5
S

8

9

'FS

a w
81 T .00
312.90
3?3.80
314.00

s 109;8:=§4 's <119 ..§§§>>(118585)
. 3 . S!

u g
1g,040
19,683 s

450,229
925,980 s

g
49,587

527
0

37,247
48,341 s

239.149
?98,320
24,688

a
422,982
8/6,739

11 Q'v
.l\
u s O s o n

a $ s s
*.':

39,885 (78,105)
?3
14
15
15
17

320.06
321 ,w
323.09
325.98
325.00
328. 1 O

$ 79,886 nI
¢ (79,185) $ o $

Q

243

O

52,4333

a

o
172,279 s

2,358
10.182

G
1,916,715

o
0

1,029,258 s

£8
568

9
229,954

G
o

136,620

1,358
9,513

G
8szs,7s5

Q

.

s G s g s o s $ s s18
'39
28
21

338.05
33?836
332 .so 18,777

. 5 0 s D s

G
379

s,ssa
5,9710 s

o
15,141
54,951
76.122 s

G
1,949

12,8'§7
15358 s

o
34,409
42884
55.254

4:
144 0 s o s Q s $ 8 $

238,816
(68,617)

(4S6,170>

195,695
488348

22
23
24
25
26
27
28
29
30
31

348.08
341 .00
342.00
343.09
344.00
345.88
348.00
3-48,88
348 .OG

9,800
4,350

448,746
5.935841

o
1,=:<ss\,:<s@

985,759
31 ,352

o

ACCOUNT NAME
INTANGIBLE

C?Q3f'¢i28!}G?9
Franchises
Miscellaneous lnWngibies

SUBTOTAL iNTANGiBLE

SOURCE OF SUPPLY
Land Kind Land Rights
Structmfes Rnd émpavernenis
Soiieczing Ana* imp-wrisiing89s.
i akers overs 0ZZ*ér a"§&ixéS
Wells And Springs

SUBTOTAL SUPPLY
PUMPING

Land And Land Rights
Structures And improvements
Other Power Production
Eiewic Pumping Equipment
Diese! Pumping Equipmerzi
Gas Engine Pumping Equipment

SUBTGTAL PUMPENG

WATER TREATMENT
8.396 A56 5.596 Rights
Strzcwres And irnprovemersss
Water Treamzent Equipment

SUBTOTAL TREATMENT
TRAnsmission & DISTRIBUTION

Land And Land Rights
Structures And improvements
Distribution, Reservoirs, & ST
Trans. And Dist. Mains
Fire Mains
Services
Meters
Hydrants
Gther Trans. And Dist.

SUBTOTAL TRANS. & DiST.

GENERAL
s 480,771 s (564, ear) s 5 s

o
83

9,210
159.890

0
53,225
71.956

c
o

514,564 s

s,eoo
4,578

474,525
s,eaa,ses

0
1,1 21 ,4?4
1,1704 to

31 ,352
0

9,295,144 s

G
228

25,779
444.565

D

162,143

aa-4,341

O
o

817,656 I l

a
3 o $ s isu $ s s sG

(1 ,Geo)

(277}

?`?,2?4
2??

5935?
(1,120)

13,428

6,295
mass

389.09
390.88
391 .99
391 , 10
392.80
393.80
394.00
385,96
396 .OG
s97.00
38589

o
2,838
3,485

a
44,758

173
3,677

143
5,535

948
749

32
33
24
35
36
37
38
39
40
41
42
43

Lind Mid Lind Rlswws
Stuctwss And hllpnuvsmwrs
naive Fumiuke .Inna EqWplnant
0°1*\F\NBf Eqwwmetn
TWHSPUWWGH Equipmgm
sum Efxuinnwwf
Tools, Shop and Garage
lib¢=w¢°IY EIl\1iPlI'l'-wi
F'nwer Qpgmmg Equipment
Communicandon Equipment
Miscellaneous Equlpmaun

SUBTOTAL GENERAL . s s 0 1

338
139,280
123,158

O
284,152

3,835
55,418

4,861
63,123
27,545
98,841

. s

0
?,822
e,5sa

0
112,141

494
9,225

392
14,714
2.287
2,108

155,771 s

330
1:-x1,4as
115,558

(0)
92,011
s,aa4

415,193
4.269

4a.401
25,258

8,735
475.553

£2,585}
(4,942)

s 1,570,86144
45
45

Deere Mazch 34, 1988
Adjustment Due To Rounding

rc'rAL W ATER §LRNT 3 845,035
,.» _ ' \ .

48 {f88,3s9) Au s 453,992 as 11,9t8,9-w 16 2,n3ss,8¢8 5 5 9,243,446
/

/ .

".̀ \

Re4e1*snces: -
c¢lumns(A;a(s;: Ccn\pufqrResps¢we TcRUcoDa¥aR¢aqunstNa. 1.22
Column (C): ln4eu1!ioualyLs1tBIal1k
Column (D): {(Cd. (A) + Cd. (B)) X TJ¢-4. Figs2, Gal. (A) X 1/2 yr. ww-1 + LTJC-4, Pages, Cd. (D) - Cd. (C)l x TJC-4, Fans 2, Col. (A)
Column (E): Schedule TJC-4, Fwe4, Column (D) + Column (A) - Column (B)
Colum"(FlI Sd1B£hd8TJG-4,plge4,cai l lmn(E)-ccluinn(B)+ccI&mIn(D)
Column (G): Column (E) - Column (F)
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" { " F * 5 FI'1j5s§cQ1 BEFORE THE ARIZONA CORPOILTIO D
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I rgfq

L

2 EXHIBIT
1

Iwo 0 l 2802

r |
WILLIAM A. MUNDELL

'1 CHAIRMAN
J JIM IRVIN

COMMISSIONER
4 MARC SPITZER

COMMISSIONER

!4:78 A Doc§T;,, IW!
5

DOCKET NO. W-02465A-01-0776
6

7 DECISION NO. AS 3562
8

9

IN THE MATTER OF THE APPLICATION OF
BELLA VISTA WATER CO., INC. AN ARIZONA
CORPORATION TO DETERMINE THE FAIR
VALUE OF ITS PROPERTIES FOR RATE
MAKING PURPOSES, To FIX A JUST AND
REASONABLE RATE oF RETURN THEREON,
AND TO APPROVE RATE SCHEDULES AND
TARIFFS DESIGNED To DEVELOP SUCH
RETURN.

.411.»~...,.
*{i'3*'*, vi
J4~» "I...=**

*sap 10 OPINION AND ORDER

l l

F HEARING

July 25 and 26. 2002
August 16. 2002

13 PLACE OF HEARInGs Tucson. Arizona

14 ADMINISTRATIVE LAW JUDGE; Jane L. Rodder

15 APPEARANCES:

16

Mr. William Sullivan, MARTINEZ & CURTIS,
P.C., on behalf of Belia Vista Water Company,
Inc.;

r

17
|

Daniel W. Pozefskv, Staff Attomev. on

=..8;y
18

Mr. 4 .
Behalf of the Residential Utility Consumer
Office;

19 Attorney,

20

Mr. Jason Geilman, Staff Legal
Divisor, on behalf of the UtiTi1ies Division of the
Arizona Corporation Commission.

21 BY THE COMMISSION:

22 Procedural Background

23 Bella Vista Water Company, Inc. ("Beila Vista" or "Company") provides water utility

24 services to approximately 6,659 residential and commercial customers in and around the City of

25 Sierra Vista, in Cochise County, Arizona. Bella Vista filed an application to increase its rates with

26 the Arizona Corporation Commission ("Commission") on September 28. 2001. The Company filed

27 an amendment to its application on October 16, 2001. The Company used a test year of December

28 31-,- 2000. The Commission authorized Bella Vista's current rates in Decision No. 61730 (June 4.

in I l\ I r\» *1lr\,f\'7\l.., .II... a r»l'-\ V»\»\1Irrt>r1I I
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I
|

r
r l potential acquisition of three water companies should not be allowed. Staff argues that the

2 environmeritai review was not related to providing water service and the due diligence review was

3 not the result of its normal cost of doing business. Staff asserts that shareholders rather than

I

4 ratepayers reaped the benefits of these expenditures. If the Company had not been seeking to sell

5 operations or acquire other companies, it would not have commissioned either study.

6 Resolution

7 We concur with Staff. The Company did not incur these expenses for the benefit of

8 ratepayers, and they are not on-going expenses. Consequently, we accept Staffs recommended

9 339,430 for Professional Fees.

10 Protnertv Tax Calculation .-:».`}» .>
,» -_».-1

l l Comnanv's Position

All parties employ the Arizona Department of Revenue ("ADOR") methodology that utilizes

13 three historic: years of revenue to determine property taxes. The Company states that the only issue is

12

14 what years to include in the formula. The Company states it advocates using 2000, 2001 and the

15 revenues approved by this proceeding as the most accurate forecast of the future property tax

16 expense. Bella Vista states that Staff utilizes 1999 and 2000 with its proposed revenues and RUCO

: t
l
I

17 uses years 1998, 1999 and 2000. Bella Vista calculated a Property Tax expense for the test year of

18 $205,787. RUCO recommends $200,400, and Staff recommends $174,243 for the test year. Under

19 its proposed rates, the Company calculates Property Tax Expense of $364,464, Staff calculates

20 $172,311. (Under RUCO's methodology the Property Tax Expense does not change with proposed

21 revenues.)

22 RUCO's and Staffs Positions

23 Neither RUCO nor Staff briefed this issue. In testimony, RUCO expressed the belief that the

24 Company is incorrect when it used pro forma revenues as opposed to actual revenues for the 1998

25 through 2000 operating periods. Staffs witness, Mr. lgwe, states using only historical revenues to

26 calculate property taxes causes a mismatch between the property taxes used in ratemaking and actual

2
27 bills as the revenues generated by new rates become historical and incorporated into ADORes

I

28 calculation. Thus, Staff explains it uses two historic years and Staffs recommended revenues to

IN DECISLON no.1 0 % 3 8 6 f
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1 calculate the three-vear average. Staff scares this methodoiogv provides 21 normalized amount for

7 property taxes over several years. Staff states that the difference between its methodology and that of

3 the Company is that the Company uses test year revenues twice as a substitute for the two historical

4 4
years.

5 Resolution I

Staff used revenues for 1998, 1999 and 2000 for calculating the Property Tax Expense for the

7 test year. We concur that this is a proper method for calculating property taxes, although using actual

8 Property Taxes paid is reasonable too for the test year under current rates. Under proposed rates, the

9 most logical approach is to use the two most recent historic years' revenues and the projected

6

10 revenues Linder the newly approved rates. In this case, we utilize 2000, 2001 and the projected year.

11 Depreciation Expense

12 Company's Position

13 Bella Vista states the only issue is the inclusion of $41,395 associated with the post-test year

14 plant. Our decision to include post test-year plant in rate base results in additional Depreciation

15 Expense of 341,395.

16 Wases and Salaries

17 Company's Position

18 The Company had a vacant Held position during the test year. Staff confirmed that it was

19 filled and made the appropriate pro forma adjustment. The Company accepts_Staflls adjustments:

20 RUCO did not accept the adjustment and thus, the Company argues, understates wages, employee

21 benefits and payroll taxes.

22 RUCO's Position

RUCO did not brief this issue. The Company had originally sought $187,636 for field labor.

24 RUCO recommended removing $48,464 because the Company did not provide any analysis or study

25 to support the need for three additional employees and was able to operate in the test year and into

26 2001 without them.

23

27

- 8 4 Later, the Company revised its pos non and used the test year 2000 and actual 7001 revenues m Its calculation.

1 L mfwmrw nm \ ,.<2<'€'w
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DOCKET no. W-01445A-00-0962
6

7

IN THE MATTER OF THE APPLICATION OF
ARIZONA WATER COMPANY, AN ARIZONA
CORPORATION, FOR ADJUSTMENTS TO ITS
RATES AND CHARGES FOR UTILITY SERVICE
FURNISHED BY ITS NORTHERN GROUP AND
FOR CERTAIN RELATED APPROVALS .

64/411.
OPINION AND ORDER

DECISION no.

8

9 DATES OF HEARING: August 31 (pre-hearing conference), September 5,
and 7, 2001 .

6,

10

11
PLACE OF HEARING:

ADMNISTRATWE LAW JUDGE:

Phoenix, Arizona

Stephen Gibellil
12

APPEARANCES :
13

Mr. Norman James and Mr. Jay Shapiro,
FENNEMORE CRAIG, on behalf of Arizona Water
Company,

14 EXH\BlT

15
Mr. Daniel W. Pozefsky, Attorney, on behalf of the
Residential Utility Consumer Office, and

16

17

18

Ms. Teena Wolfe, Staff Attorney, Legal Division, on
behalf of the Utilities Division of the Arizona
Corporation Commission.

19

20

BY THE COMMISSION:

INTRODUCTION1.

On November 22, 2000, Arizona Water Company ("Arizona Water" or "Company") filed

21 an application for a rate increase for the Company's Northern Group water systems. Arizona Water

22 supplies water to approximately 60,000 customers in eight Arizona counties under 18 separate

23 water systems. The rate application tiled in this proceeding involves only the Company's Northern

24 Group, which serves approximately 16,000 customers under five separate water systems (Sedona,

25 Pinewood, Rimrock, Lakeside, and Overgaard). Arizona Water seeks approval in this case to

26 organize these five systems into two divisions with consolidated rate schedules. Under the

ll
I

27
| Mr. Gibelli conducted the hearing in this matter and the Recommended Opinion and Order was written by

28 Dwight Nodes.

S/h/DNodes/orders/009620&O 1
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

creating new individual depreciation accounts. Indeed, these long-term benefits are the basis for

the requirement in our rules that public service corporations with revenues in excess of $250,000

shall be required to maintain separate accounts.

However, pursuant to A.A.C. R14-2-i02(D), "the Coimnission may determine that good

cause exists for granting a waiver from 1 or more of the requirements of this Section." Although

we agree with the premise of Staffs recommendation, given the small difference between the

current composite rate and the result of implementing the component structure, we will grant the

Companyls requested waiver and adopt Arizona Water's proposed 2.59 percent composite

depreciation rate in this proceeding.

Although we are granting the Company's requested waiver in Mis case, in order to give

effect tO the requirements set forth in our rules we believe it is appropriate for Arizona Water to

develop component depreciation rates for all 18 of its systems. Therefore, the Company should file

in its next rate case application, a schedule of component depreciation rates for all of its systems.

This additional time will allow the Company to develop individual depreciation rates on a uniform

basis and eliminate the Company's concerns regarding inconsistencies in how depreciation is

recorded between its various systems.

17 D. Property Tax Expense

18

19

20

21

In January 2001, the Arizona Department of Revenue ("ADOR") announced that a new

formula would be instituted beginning in 2002 for determining the full cash value ("FCV") of water

and sewer utilities based solely on revenues. This methodology will replace a relatively complex

formula for calculating FCV that is currently used by ADDR. The Company agrees with Staff and

I

22 RUCO that the new FCV methodology should be used to adjust test year expenses (Ex. A-4, at 34).

23 11 However, Arizona Water disagrees with the calculations made by Staff and RUCO using the new

24 methodology.

According to the Company, the new ADOR formula requires that the FCV be calculated25

26

27

based on the average of the three previous years of gross revenues multiplied by two, plus CWiP

valued at 10 percent of its cost as of December 31 of the most recent calendar year, less the net

28

S/h/DNodes/orders/009620&G 12 DECISION NO. é</4.442
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1

2

3

4

5

book cost of licensed vehicles.5 The Company claims that Staff erred in its calculation of property

taxes under the new ADOR formula by failing to include 10 percent of CWIP, by deducting the net

book value of licensed vehicles (which are leased), and by applying an erroneous composite

property tax rate that is one-half of the actual rate. The Company contends that RUCO also failed

to include the 10 percent CWIP balance and that RUCO used unadjusted revenues for calendar

6 years 1997 through 1999, resulting in property tax amounts that are incorrect.

7 Staff argues that its methodology properly values the Company's property tax expense

8 under the new ADOR methodology. However, on brief Staff notes that an incorrect rate was used

9 on line 15 of Staffs schedule for each system (Ex. CSB-17). As corrected, Staff maintains that its

10 recommendation should be adopted by the Commission.

11

12

13

14

Staff claims that the Company's

methodology contains several errors. Staff argues that the Company's CWIP balance should have

been taken at the end of the test year, rather than at the end of 2000, that the net book value of

vehicles should be deducted, whether they are purchased or leased, and that a 0.25 assessment ratio

should have been applied.

15

16

17

We agree with the Company's property tax calculation methodology. With respect to

CWlP, we agree that the end of year 2000 balance is appropriate especially given Staffs proposal

to include plant additions in rate base to December 31, 2000. The Company also explained that

18 because its vehicles are leased there is no net book value to deduct for such vehicles, As the

19 Company points out in its brief, it also appears that the Staff witness improperly assessed the value

20 of property by adding the assessed value for the "Primary Property Tax Calculation" to the

21 "Secondary Property Tax Calculation" thereby effectively doubling the assessed value of the

22 property. Based on the record evidence, we agree that Arizona Water's property tax expense

23 calculation should be adopted.
I

24 E. Income Tax Expense

25 Effective January l, 2001, the state corporate income tax rate was reduced to 6.968 percent.

26 The Company agreed with Staff and RUCO that using this new tax rate is appropriate since it is

27
5

28
The Company points out that it does not deduct the net book cost of licensed vehicles because it leases all of

its vehicles (the annual lease expense is included in test year operating expenses) (Ex. A~4, at 35, Ex. A-5, at 26).

S/h/DNodcs/orders/009620840 13 DECISION NO. 444,zm
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Arizona-American Water Company
Docket No. SW-01303A-02-0867
Test Year Ended December 31, 2001

Sun City West Wastewater District
Schedule RLM-4

Page 8 of 12

SURREBUTTAL
TEST YEAR PLANT SCHEDULES CONT'D

YEAR ENDED DECEMBER 31, 1998

(A) (B) (D) (E)
TOTAL
PLANT
VALUE

(F) (G)
NET

PLANT
VALUE

LINE
no.

ACCT.
no. ACCOUNT NAME

PLANT
ADDITNS

PLANT

RETIRM'TS

(C)
FULL
DEP.
PL'T

DEP.

EXP.

ACCUM.
DEP.

$ 0 $ 0 $ 0 $ 0 $ $ 0 $301 .of
302.00
303.00

1
2
3
4

INTANGIBLE
Organization
Franchises
Miscellaneous lntangib!es

SUBTOTAL INTANGIBLE $ 0 $ 0 $ O s 0 s

4,075
1 ,372
5,184

10,634 $
Q

$

4,075
1,372
5,184

10,634

s $ 0 $ 0 $ $ $ $0
82,151
8,683

21 ,4B5

52,335
305,362

4.849
901

50,579
3,675

310.00
311.00
312.00
313,00
314.00
315.00
316.00
317.00
31 B.00
319.00
321.00
322.00

5

6

7

8

9

10

11

12

13

1 4

15

1 6
17

TREATMENT AND DISCHARGE
Land And Land Rights
Structures And Improvements
Preliminary Treatment
Primary Treatment Equipment
Secondary Treatment Equip.
Tertiary Equipment
Disinfection Equipment
Effluent Lift Station E
Outfall Line
Sludge, Treatment & Dist
influent Lift Station
General Treatment Equipment

SUBTOTAL TREAT.& DIS. $
22,550

526,509 $ 26,061 $ 0 $

0
127,245
53,704
53,154

222,167
163,714
10,808
27,893
4,569

43,355
1 ,515

12,236
720,459

342,851
2,585,976
1,078,425
1,052,329
4,489,498
3,426,952

218,575
331 ,607
91,379

892,394
17,389

256,000
s 14,763,375 $

0
1,053,325

518,733
437,247

2,403,665
1 ,275,s90

162,549
236,849
45,294

446,516
5,076

44,233
6,629,478 $

342,851
1 ,532,651

559,692
615,083

2,065,832
2,150,962

56,026
94,758
45,085

445,878
12,312

211 ,767
8,133,897

$ 56
70

857
46,719

$ 0 $ 0 $ $ $ $340.00
341 .00
342.00
343.00
344.00
345,00
348.00

18
19
20
21
22
23
24
25

COLLECTION AND INFLUENT
Land And Land Rights
Structures And Improvements
Collection System Lift
Collection Mains
Force Mains
Discharge senices
Manholes

SUBTOTAL COLL. & INFLU. $

551
14,204
62,457 $ 0 $ 0 $

0
4,733

109,8B8
188,583
15,042
52,140
62,059

432,446

20,747
283,459

1,308,816
9,267,624

726,687
2,556,173
3,064,218

$ 17,227,524 $

0
(150,516)
624,168

1,400,832
109,473
358,802
488,573

2,831 ,334

20,747
433,975
684,447

7,866,791
617,214

2,197,371
2,575,644

$ 14.396,190

GENERAL
$ 0 $ O S 0 $ 0 $ 0 s 0 $

110,466 5,548

341
58

5,166

21,219
154

1,212
6253,108

389.00
390.00
391 .00
391 .10
392.00
393.00
394.00
395.00
396.00
397.00
398.00

26
27
28
29
30
31
32
33
34
35
36
37

Land And Land Rights
Structures And Improvements
Office Furniture & Equipment
Computer Equipment
Transportation Equipment
Stores Equipment
Tools, Shop And Garage
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Miscellaneous Equipment

SUBTOTAL GENERAL $

31 1 ,693
24,547

452,271 $ 3,108 $ 0 $

16,312
2,009

47,081 $

144,270
5,168

a3,225
13,964
45,842
42,009
3,984

31a,80e
70,251

727,518 s

21 ,442
3,969

206,896
s,o72

15,696
12,808

307
21,647
23,067

308,904 $

0
0

122,828
1,199

(123,671)
10,892
30,146
29,200
3,677

297,159
47,184

418,814

$ 0 s 0 $ O $ 0 $ 0 $ o $ o
0

38
39

AFUDC ADJUSTMENT 3/95
Adjustment Due To Rounding

40 TOTAL WASTEWATER PLT $ 1,041,237 $ 29,169 $ 0 $ 1,199,985 s 32,729,051 $ 91769,716 s 22,959,336

References:
Columns (A)
column (C):
Column (D):
Column (E):
Column (F):
Column (G):

(B): company Schedule B-2, Page Cb
intentionally Left Blank
[(Col. (A) _ Col. (B)) X RLM-4, Page 4, Col. (A) x 1/2 yr. cony,] + [RLM-4, Page 7, Col. (D) - Col. (C)] x RLM-4, Page 4, Col, (A)]
Schedule RLM-4, Page 7, Column (D) + Column (A) - Column (B)
Schedule RLM-4, Page 7, Column (E) - Column (B) + Column (D)
Column (E) - Column (F) EXHIBIT

ll A Q go
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Arizona-American Water Company
Docket No. SW-01303A-02-0867
Test Year Ended December 31, 2001

Sun City West Wastewater District
Schedule RLM-4

Page 9 of 12

SURREBUTTAL
TEST YEAR PLANT SCHEDULES CONT'D

YEAR ENDED DECEMBER 31, 1999

(A) (B) (D) (F) (G)
NET

PLANT
VALUE

LINE
no.

ACCT.
no. ACCOUNT NAME

PLANT
ADDITNS

PLANT
RETIRM'TS

(C)
FULL

DEP.

PL'T

DEP;
EXP.

(E)
TOTAL
PLANT
vALUE

ACCUM.
DEP.

$ 0 $ 0 s 0 $ 0 $ s 0 $301 .00
302.00
303,00

1

2

3
4

INTANGIBLE
Organization
Franchises
Miscellaneous Intangibles

SUBTOTAL INTANGIBLE $ 0 s 0 $ O s 0 s

4,078
1 ,372
5.1a4

10,634 $ O $

4,078
1,372
5,184

10,634

$ 0 s 0 $ 0 $ $ $ $

392,870
241,617

1,11a

13,869
1,558

310.00
311.00
312.00
313.00
314.00
315.00
316.00
317.00
318.00
319.00
321.00
322.00

5

6

7

8

g

10

11

12

13

14

15

16
17

TREATMENT AND DISCHARGE
Land And Land Rights
Structures And Improvements
Preliminary Treatment
Primary Treatment Equipment
Secondary Treatment Equip.
Tertiary Equipment
Disinfection Equipment
Eftiuent LiR Station E
Outfall Line
Sludge, Treatment & Dist.
Influent Lift Station
General Treatment Equipment

SUBTOTAL TREAT.& Dis. $ 6511032 $ 0 s 0 s

0
129,299
55,472
49,633

225,481
122,720
10,621
26,410
4,569

32,832
1 ,551

11 ,285
669,873

342,851
2,585,976
1,078,425
1,052,329
4,862,368
3,668,569

218,575
332,725
91,379

906,263
18,947

256,000
$ 15,414,407 $

0
1 ,182,624

458,586
353,316

1 ,969,582
9B1,7B6
141,059
181,706
36,156

358,295
5,787

20,475
5,689,352 s

342,851
1 ,403,352

619,839
699,013

2,892,806
2,686,783

77,516
151,019
55,223

547,958
13,160

235,525
9,725,055

$ 0 $ 0 $ 0 $ S $ $

105

15,371

340.00
341 .00
34200
343.00
344.00
345.00
348.00

18

19

20

21

22

23

24
25

COLLECTION AND INFLUENT
Land And Land Rights
Structures And Improvements
Collection System Lift
Collection Mains
Force Mains
Discharge Services
Mariholes

SUBTOTAL COLL. a INFLU. $

1,451

101355
27,293 $ 0 $ 0 $

0
4,734

109,928
189,216
15,042
52,161
62,309

433,390

20,747
283,460

1,308v720
9,282,994

726,686
2,557,625
3,074,584

$ 17,254,816 $

0
(145,782)
734,096

1,590,049
124,515
410,963
550,882

3,264,724

20,747
429,242
574,624

7,692,946
602,171

2,146,662
2,523,702

$ 13,990,092

GENERAL
$ 0

250,266
1 ,723

$ 0 $ 0 $ $ $ $

14,040
16,704

389.00
390.00
391.00
391.10
392.00
393.00
394.00
395.00
396.00
397.00
398.00

26
27
28
29
30
31
32
33
34
35
36
37

Land And Land Rights
Structures And Improvements
Office Furniture & Equipment
Computer Equipment
Transportation Equipment
Stores Equipment
Tools, Shop And Garage
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Miscellaneous Equipment

SUBTOTAL GENERAL $ 282,732 $ 0 $ O S

0
2,103
6,596

235
20,806

547
2,1ae
1 ,ala

205
32,766
3,45-ma

70.812 $

0
250,266
145,993

5,168
83,225
13,964
59,882
58,712
3,984

318,807
70,250

1,010.251 $

0
2,103

28,038
4,204

227,702
3,619

17,881
14,677

512
54,413
26,565

379,716 $

0
248,163
117,955

964
(144,477)

10,345
42,000
44,035
3,472

264,394
43,685

630,535

$ 0 $ 0 $ O $ 0 $ O $ O $ 0
0

38

39

AFUDC ADJUSTMENT 3/95
Adjustment Due To Rounding

40 TOTAL WASTEWATER PLT $ 961,057 $ 0 $ O $ 1,174,075 $ 33,690,108 $ 9,333,792 $ 24,356,316

References:
Columns (A)
Column (C):
Column (D):
Column (E):
Column (F):
Column (G):

(B): Company Schedule B-2, Page Cb
intentionally Left Blank
[(CoI. (A) - Col. (B)) X RLM-4, Page 4, Col. (A) x 1/2 yr. core.] + [RLM-4, Page 8, Col. (D) - Col. (C)] X RLM-4, Page 4, Col (A)]
Schedule RLM-4, Page 8, Column (D) + Column (A) - Column (B)
Schedule RLM-4, Page 8, Column (E) - Column (B) + Column (D)
Column (E) - Column (F)



4

>

1 i
l

4
I

i

I

i

z

NOVEMBER 2003
I
I

I i

v

1

C.A. TURNER UTILITY REPORTS
THE lNVESTOR'$EDGE

/ ,

t

4

1

R

ELECTRIC COMPA NIES
»

NATURAL GAS CGMPANIES 4

'z

I

1

TELEPHONE COMPANIES
1

WATER CQMPANIES
7

8

RECEIVED UBHARY

0 3I; 2003
I-E?\3NE?v'9ORE CRAIG

1.
|

EXHIBIT

IDA-eb
»

Si A

£1

Published by:
C.A. TURNER UTILITY REPORTS

155 Gaither Drive - RO. Box 1050
Moorestown, NJ 08057-1,050

856.234.9200 x400

An Aus Consultants Company



q

4*

N
N

I

41

cm
E
z
<
Q.
2
O
U

gr
<:

Q
<

ea up
8 2 3x e_an o.

nu
*é 8
O 42 v
m >

l'*l
»-~¢I

q-

;§

ms go ~*5
.. '¢;;

ij"

"'1°Q
m m

l"s
1-1

<:>
1-H 1-1 -I

9' \0 \D Q of 4-1
°E "2 "z -HI be Go
o\ N r-- m r- Vu

s-I *ft

>.

9%

'ii

cm
ET
Z
<:
I:-
2
o
U

8
<
I-<J

I-IJ
an
<
vo
M
u.l
D-

N*v
l-
z
u.:
U
M
I-Llo.

>< up
o 3 *
O < I
Q >

Q
z .J °9
Q up <*~

>-

1-1 l"'* of
" 2  " *  " 2
Ch vs cm

<4
'Q'

qo Q0

.,.,.

9 '
°<e
m

°E
l""'l

~o
cm.
Q

. =

3814

.:./,/4

<n
N

cm
o
3  Nz  . -
g  _
<
I-IJ

of ch
- ¢>
u-I G

cm
<22

1/"» N
QS *`!
o  . -

c h  o f
-- <4- fr

nl-
~fI
ca

o
'Qc

<0
o
g  i n  i n
z  ' f \  V u
4 4  » -  N
<
Ll-I

<r ch
Q <ro o

N
"5o

nm *. .

9 ,
ax

$ 9 9

M
4
P'
<
2

v> U-I

5583
Lu  z  g  3
'E g a: 2
...I <  >

N H J <

4-48-'
858l203:

E <
v s
>s

4<:z
2P*

8noP*
E I

I
I

I
I

I I

I
I I

I

' N
we

I

I

E
Q-
IJ-I
(D
>-
z C

HJ

8<_ EDs-l>'u

83883°
m

I

LIJcm z
>-§ °°Z~z°,

U . o . -§*o°i
D3$m»-U

> \

3
n. r . u
go:

28§

I

.8
E

91
N

$ 8 § 6 § ; 8
<¢>-82 up S

< e ; 8 E 2
g§§é8&g€§

up;
E m o l < o

g8=§=§88
5 g 3
'Q .§8 S§g-5

E '5 a8888 *°§
E<5§Emmm

5 6

38
-s

@8388

l:§§3;;
mc g *1§_

3<
*éo>-

>-
P u :I-

uan>-1,8

0§°=Nz.5:_°~>§§
Z u . :>E<

_v o

1-9-

Q._
o

,Q..,<
o  5 _ ; E

x.. O O

é83i°°°»



s.

14

4

QN

fn
N

cm
E
z
<1
n.
2
o
u

noan£-
<1
2

l -
LI-I

z

\a
e

z
O
z
M
D
E-
LIJ
no

1-
z
<-I4

cc
up
o.
o

ya
>-
D
O
O
2

Ll-I
D
-\
<
>
>¢
O
o
m

Q.
Q;
VS

99

an
I-\J
L

>
Ll-I
ac

Q
l-'J
8
O
._I
.1
<

9Om

zO2v
8U

D
z
O
an

..\
<
I'-
o
|-

>
LIJ
: ¢

_|
:rt
E
99

I-Q
O
oz

LD
E
6

m

>-
.i t
D
O'UJ

_|<¢~
I:
a .
<

o
E|-
§

of
*~=\:

AIM
¢-I
Ur

...-:¢== ;¢".i

1.- :*i""IQ:"" . . : .  : , 9 ;
.J  = "  , * " I " i ; r . , .  : " ¢ ` 1

H : .:....,:....;8=j = . ; . . . . . = x . -

1 ; . . I . i . .:..f.:5§.I.:"..:.. :3 ..:§

.. . I  . W * 1" .:i' "= . ;

j  . . ; _ . Q£" j ; .  ; ~  ; '. I: ? '

. ...._., ..t .. ..
=j..:==. ==jr;;e=;= .; <: ¢" " j : = . . i . . 8 j  . . = = j : ' j . . . 'é -~ i .

= . x :  = . . . : ¢, . .  »i2: °1 .. .. :.. .  2 :

, <~J >
" ' ~'s»

`  . ¢

\  . , = v  i
>? . 3 8

air

::¢<

O
Qc

Cb
"T
o

ocicrl

N
<

:¢<
3<
U-I<cm
>-ot o

~~§* 6 6418 8 2 3

8883; 8>
='éa . a-

`328. 9898
~§°§3§=8E

m"'8 E'§ o82
s

2 .88 2 8
*as Gs -5

g'1;g§ .§<uuE

124

z

I

('*l
Q
<r

3

U

83°8

o
aof

~.P~

2

I

8

o
"43
N

19

4 2 3 8 5

Q
"Z
ox

M
z

-

an

Qs

o
Q9'

* .

8~a*

of
"2

'Q
m

N
<

I

'
re

8

a n

m
m_

cg
Ch

oz
z

* .

I

cg
m

Vu

6

Q
~o

QS
z

41§

I

~4

ch
" 5
CW

vs
QS
O\

*T
aw

M
z

U-l
cm
> -

I

l "
q

Q
ofo

*" !̀
o f

cc
z

o
U

: u
Q 0. : g

9 8
.8
s -a

v O
cm in >~

"!Q

3,
o

a:
z

1

3
38
<76

I

9;
822

etQ

cg
_8

\o
of
<r

I

. 's~

§"

¢=

8

A
<
z
2
P'

3RaE*
E

vo
3Z<1
n.
2
OU

o
.8~

l -
up
Z

. 1
HJ
| -

w
>-
D

8
2

z
Q
| -
<. |
D
O
H-I
no

Q
H-'
s
O..\
- I
<

z
l*l
D
Cr
O

9
O
m

l.u
O
M

HJ

'E
D

O
E
| -

§

: - :: = x . @

='.::.:: : . . = , , . : .

. . " 1 . .

;=a..=~=®.,= . , .

==¢-=.. = t . . . x  . >

pp
<

_
Eu
n

m

m
Eu

m

L L !
cm
>-
E

i

as
U

LH
U)
> -

Q
To
¢.»
N
3v
z
Eo
uv
Ta
t-

m

<



|

4

37
J

GLOSSARY OF TERMS
38

Latest 12 Month Earnings Available _
Earnings per share as reported, based upon the latest 12 months
ending as of the last day of the month reported in this column.

% Return on Book Value .. Common Eouitv -
Income Available for Common Equity divided by Average Common
Equity, multiplied by 100. Average common equity based upon the
most recent beginning and ending moving 12 month period available.

Earnings ..
Eamings per share as reported before extraordinary items for the latest
12 months ending on the date reported.

% Return on Book Value --Total Capital -
Income before Interest Charges (inclusive of taxes) divided by Average
Total Capitalization, multiplied by 100. Average total capitalization
based upon the most recent beginning and coding four quarter
values available

r

E
r

F

E4
F
Pl
p

z

i
in

Current Annual Dividend -
Latest quarterly dividend per share annualized. f

EE
Book Value -
Common equity divided by Common Shares Outstanding for the latest
end figures available.

Allowed R O E -
Most recent reported state-level allowed rctum rate on common equity
(ROE). ROE for companies operating in multiple jurisdictions are
averages. Various companies have received incentive~base ROE
authorizations that are not reported upon in this rcpt

Price -
Closing market price per share of common stock on the date cited at
the head of the column.

Order Date -
The date of the commission order authorizing reported ROE. For
companies operating in multiple jurisdictions, no date is given because
because reported ROE is an average derived from multiple commission
orders issued at different times.

8

Common Shares Outstanding -
Common shares Outstanding for the latest quarter end figures available.

as
rt

Dividend Pavout -
Annualized Dividend per share divided by the reported Eamings per
Share, multiplied by 100.

Dividend Yield -
Annualized Dividend per share divided by the market price per share of
of common stock reported, multiplied by 100.

(NYSE) - New York Stock Exchange.

(ASE) - American Stock Exchange.

(NDQ) - Nasdaq.

NM - Not Meaningful.

NA - Not Available.
Market/Book Ratio -
Market price per share of common stock reported, divided by the
by the reported Book Value per share multiplied by 100.

Additional Notes

(l) Balance sheet values are the latest quarter end figures as available
Income statement Egurcs are for the latest 12 month available

Dividend/Book Ratio -
Annualized Dividend per share divided by the reported Book Value per
share, multiplied by 100

(2) Based on per share value.

Price-Earnings Multiple Ratio -
Market price per share of common stock reported divided by the
reported earnings per share.

(3) Based on permanent capital. (The sum of long-term debt,
current maturities, shop term debt, preferred stock and
common equity capital.)

I
I

Operating Revenue -
Total operating revenues for the latest 12 months as available.

(4) in many instances, available information require that Per
Share and % Return on Book Value of Common Equity /Total
Capital derived from figures that represent financial activity
from different 12 month periods.

% Electric /Gas /Water /Telebhone Revenue -
Percentage of revenues attributable to Electric/Gas/Water/Telecomm.
operations relative to total Operating Revenue. Company groupings
are based on revenue percentages and SIC classification criteria.

(5) The following companies do not pay cash dividends.
However, they do pay a quarterly stock dividend that is
non-taxable upon receipt:

Citizens Utilities Company (NYSE-CZN)
Commonwealth Telephone Enterprises (NDQ~CTCO)
Southcm Union Company (NYSE-SUG)

Net Plant -
Total Property, Plant and Equipment less Depreciation and Contributions
in Aid of Construction for the latest quarter end figures available.

Net Plant Per Revenue-
Net Plant as reported divided by Operating Revenue as reported. F

s

F

Standard & Poor's and Moodv's Bond Ratings-
Ratings for each company's most senior long tern debt security.
For holding companies, ratings are based on an average of the bond
ratings available for the subsidiaries.

.E

Common Eauitv Ratio _
Common Equity capital for the latest quarter divided by total
capital as reported, multiplied by 100. Total capital is equal to the
sum of long-term debt, current maturities, short-term debt, preferred
stock and common equity for the latest quarter end figures available.

(6) Thc telephone companies have been divided into three groups:
Telephone Companies, Small Telephone Companies and International
Telephone Companies. All Intcmational Telephone companies included
in our reports are located outside the United States and provide local
telephone service around the world. We have divided the telephone
companies located in the U.S. based upon their annual revenues. If a
company generates less than $200 million, it is included in the small
company group, otherwise it is considered a large telephone company.
Also due to the current changes taking place in the telecommunications
industry, we have decided to include some indcpendent telephone
companies which offer local telephone service. And, we have decided to
include the major Competitive Local Exchange Carriers (CLECs), which
have been operating as CLECs for at least 2 years, and which are publicly
traded.



Composite Statistics: Water Utility industry .
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The Water Utility Industry's consolidation con-

tinues to gain momentum, as industry leaders look
for opportunities .to buy out smaller companies

struggling to keep up with. escalating
cure costs and heightened regulatory

requirements. .
Water Utility stocks are unlikely to outperform

the broad market for the year ahead. With that
said, however, some of these issues offer conserva-
tive investors attractive risk-adjusted, total-
return potential.

that are
of dollars over the next 20 years will be needed to repair
the nation's entire water system. The Water Infrastruc-
ture. Network believes that there will be a $12 billion
annual shortfall for wastewater infrastructure over that
period, and long-term help from the federal government
is needed to solve the problem. Water companies will
most likely foot the majority of the bill, though, as
budget deficits at state and local levels will limit funds
dedicated to the industry;

Government Regulations; ' Industry Consolidation

. withthe costs of Meeting safe drinking water guide-
lines on the rise, many smaller companies lack the funds
to commit to long-term structural improvements. As
such, these smaller water companies have been increas-
ingly willing to accept takeover offers from larger suitors
with significantly greater capital resources. The larger
utilities benefit from economies of scale, which enables
them to'reduce overhead. hi addition, the acquisitions
usually enhance geographic diversity, reducing a compa-
ny's vulnerability to weather fluctuations. Then, too, a
multistate territory helps to alleviate a company's expo-
"sure to especially onerous regulatory atmospheres.
Large foreign utilities have been particularly active in

.recent years, swallowing up domestic water companies
in an effort to gain exposure to the United States' steady
.population growth.

Investment Advice

In order to keep water supplies safe, National purifi- R
cation standards have been established that the water
industry is required to meet. Amended in 1996, the .Safe
Drinking Water Act (SDWA) of 1974 authorizes the
Environmental Protection Agency (EPA) to work with
state and local governments .to periodically test for
impurities in drinking water and regulate.the levels of :
contaminants that are acceptable per a specified amount
of water. These standards take into account the health
eHIects ofchernicals, measurement capabilities, and tech-
nical feasibility. One of the most significant contami-
nants that the industry .screens for is arsenic, a natu-
rally occurring substance. However, the EPA is in the
process flowering the tolerated amount of arsenic to 10
parts per billion from 20 parts currently. The change is
expected to be in effect by January, 2006. Large chunks
of water utilities' annum capital budgets are already
'spent on infrastructure maintenance and improvements

. in order m stay in compliance with the SDWA, the Clean
Water Act, and numerous state and local laws. This
percentage is likely to climb even higher, aS fears of
terrorism have prompted officials to further tighten _
regulation requirements. '

I

I

Rising IJnf1ra\structuré Costs

i

1

):
"U

None of the stocks under review are timely at this
juncture, as poor weather conditions have resited in
inconsistent earnings patterns. Although Philadelphia
Suburban,CaliforniaWater ServicesGroup, and Ameri-
can States Water all have below-average total-return
potential out to 2006-2008, income-oriented investors
might may find one of these stocks attractive, given their
favorable risk profile. Income-bearing stocks have
gained some additional popularity of late, because of the
recent federal tax bill that reduced the top rate investors
pay on dividend incoMe to 15%. As usual, though, we
recommend that potential investors careful review indi-
,vidual reports before making any new commitments.

Along with the necessity to remain in compliance with
increasingly strict water purity standards, water come .
parties are also being pressured to continuadlyupgrade '
aging facilities. Many of the water/wa~ ~tewater systeniis
that are presently in use were built' over 1Q0Yearsago
ad are growing outdated. The costs associated with
replacing these- systems are dramatically higher now
than when they initially were put in place. The EPA and :~
other industry sources indicate that hundreds of billion ~. =

- ! Andre J.Costanza
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in .Ca].i1iBrnia, and an increase in rate relief
cases. should boost revenues moving for-
wsnrd. American has three major baserate
cases in front of the CPUC at this tinge.
We suspect that the pending rate increase
surrounding Region 3, which contains
about 30% of AWR's customer base, will be
resolved by early 2004, adding approxi-
mate1y $26 lunillion to revenues..
American will likely initiate an equity
overing. This will allow it to fund some
dlpitad expenditures that it had been
delaying under its not-so-successfUl cash-
preservation program. However, the in-
vestment will not be delayed any further
and capitxgl endixng is expected to ramp
up to $80 'on for 2003.
Growth-minded investors are advised
to look elsewhere. These shares are
ranked to underperform the year4ahead
market averages. Moreover, the earnings
advances we project out to 2006-2008 ap-
pear twoalreadybe reflected in the stock's
current quotation. The company's dividend
payout and the stock's Price Stability
rating may appeal to MoT8-ggngefvative
investors.
AndreJ. Costanza October31, 2003

American States Water Company
reported second-
quarter earnings per slmre.Sharenot
of $0.13 was dramatically below last year's
total of $0.36. The shortfall was largely
due to wet weather conditions and contin-
ued delays in rate relief decisions by the
California Public Utilities ; Commission
(CPUC). Water consumption was 10.6%
lower in the three-month. period year tn
year. Contracting margins also contributed .
to the company misfortunes, as higher
adnuiinistration and general costs caused
operating and maintenance costs to rise
about 7%.
We've lowered our full-year 2008
share-net estimate by $0.25 to $1.05.
Our revised estimate mostly adjusts for
the weak second~quarter.resudts, but we
also shaved our second-half outlook kt-
ly to reflect concerns regarding further
delays in raterelief decisions by the CPUC
and escalating operating. expenses. Histor-
ically, the CPUC has shown.a propensity
to take its time with rulings.
However, our 2004 shsnre-net estimate
of $1.45 stands.More normal weather.
conditions, the rapidly growing population
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public 5%; inausuial, 4%, other 8%. '02 reported
degree. rams: 2.1°/.: Has ahoutB00 emptnyees. Chairman: Robert
W. Fay. Plusidem 5 CEO: Peter C. Nelson. Inc.: Delaware. Ad-
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approved Cad's 2001 rate cases,
8.9% rate_of retumfor 14 of

that will add $12.8

growth in the fourth quarter.
I ndus t r y consol idation should aid
bottom-li lne gl 'owth.out to 2006-2008.
The Environmental 'Protection Agency
(EPA) and other local regulators have
stepped up regulatory requirements con-
siderably in recent years to ensure the
safety of the water supply. However, the
additional costs to remain in caxnpliance
with the higher safety standards will like
Ly be too much for many smaller utilities
to endure, resulting iN further industry
consolidation. Thus, Cal, the second-
largest public utility in the nation, should
be very active in the acquisition market in
the years ahead. We believe that any fu-
ture activity will follow in the footsteps of
CaTs latest purchase of Hawaiian-based
Ka'anapali Water to diversify its geog-
raphic presence outside of California.
CaTs solid dividend yield xnnsnkes these
high-qual i ty slmres a compel l ing in-
ves tm ent  f o r  i ncom em inded i nves-
tors. However, this untimely stock may
not appeal to growth-oriented investors be
cause of its modest appreciation potential
out tO 2006-2008.
Andre J. Costanza October 31, 2003-achieve 25%i

We have reduced our'2008 shame-net
est imate forCal i fornia W ater Service
Group by $0.07, to $1.03, to reflect the
weakness of the third quarter. The compa-
ny posted third-quarter earnings of $o.sa,

~$o.o7 lower than our estimate. Revenue
growth remained subdued in to¢;>eriod, as
cool and wet weather continue .to hurt
water consumption rates.
. ' I ' l : \ e  c o m p a n y  a p p e a r s  t o  b e  g a t h e r i n g
s o m e  m o m e N t u m ,  t l u m g h .  T h e  C a l i f o r -
n i a  P u b l i c  U t i l i t i e s  C o m m i s s i o n  ( C P U C )
r e c e n t l y
g r a n t i n g  B D
the cOmpany's California Districts and ap-
provingrate increases. .
huillion to annusml revenues. The new rates
will be retroactive from September 9th,
2003. In addition, the board ruled that
the company was entitled to collect $5 mil-'
l ion 'm surcharges for the period from
April 3rd to September 9th, and author-
ized Cad to apply for step-rate increases of
$2;2 million for 2004 and 2005, which if
approval, will become elective January
let of each year. 'The additional revenue
from the rul ings should enable Cd to

year-over-year earnings
. . pun "la-Fm..
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4199: AquaSouroe, 7lD3; and others. Waller supply revenues '02:
residential, 61°/t.; commercial, 17%; industrial & other. 22%. Ofiioers
and directors own1.6% of the common stock (4/03 Pmuxy).
Chairman & CEO: Nidiolas DeBenediCtis. incorporated: Pennsylva-
nia. Address: 762 Lancaster Avenue, Bryn Mawr, Pennsylvania
19010; Telephone: 610-527-8000. Web: euburbanwatencom.

BUSINESS: Philadelphia Suburban Corp., pram of Phiiad8lDhia
Suburban Water Co. (PSWC), a regulated provides water lo
approximately 2.5 million residents in Pennsylvania, Ohio, New Jer-
soy, Illinois. Maine. North Carolina Temps, Flolid8, and seven other
slate. Divested three of lour nun-water businesses in .91 ,
telemarketing group in '93, and others. Acquired Consumers Water.

of Source
million in cos financed

$0580 and $0.90 in 2008 and next year,
respectively (Note that all per-share in-
formation was restated to reflect the five»
for-four stock split payable on December
It.)
Philadelphia Suburban ought to eon-
tinue to expand through the purchase
Oflpi1bl.ic and private water systems.
The cost of maintaining the water indus-
try's infrastructure has been on the rise
over the past several years, largely the re
suit* of environmental regulations calling
for increased purification standards for
drinking water. Given this operating envi-
ronment, a number of smaller water firms
have concluded that their interests are
better served by selling out to the bigger
players, such as Philadelphia Suburban.
(Future acquisitions are excluded from our
presentation because of timing issues and
other uncertainties involved with that
strategy.)
These shares over unexciting 3- to 5-
year total-return potential. Too, they're
ranked tO perform only in line with the
broader market averages for the coming
six to 12 months.
Frederick L. Harris, III October 31, 2003

P h i l a d e l p h i a  S u b u r b a n  r e c e n t l y  c o m -
p l e t e d  i t s  a c q u i s i t i o n
. f o r  a r o u n d  $ 1 9 5
largely with proceeds from the issuance of
unsecured debt.
We think the transaction augurs well
for the water utility. AquaSource brings
roughly 130 000 customer accounts, and
an additional 40,000 customers via in-
tegrated operating and maintenaNce con-
tracts. What's more, a considerable num- .
ber of these customers are in new service
territories with fast-growing populations,
particularly Florida, Texas, Virginia, and
Indiana. Lastly, we estimate that
AquaSource will add about a penny to
Philadelphia Suburban's share earnings
this year, and improvements in operating
efficiencies could well lead to even more
accretion to the bottom line in 2004 and
afterward.
The company has generated solid re-
sudts of late. This partly reflects addi-
tional revenues arising from new contracts
and acquisitions. It is also benefiting from
higher water rates in Pennsylvania, New
Jersey, Ohio, and Maine. At this point in
time, we look for share earnings to be
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Company's Financial Strength
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BU SI N ESS:  C onnec t ic u t  W at er  Serv ic es ,  I nc .  ac t s  as
paren t  c om pany  o f  T he  C onnec t i c u t  W at e r  C o .  and  o

Co\Tll`.
a d ,  i n d u s t r i a l ,  a n d  m u n i c t p d  p u r p o s e s  m  C o n n e c t i t
Sa les  and d is t r ibu t ions  are  a f f ec ted by  seasona l  wea l
f luc tuat ions  t h roughout  t he  year .  Pro f i t ab i l i t y  i s  deem
on numerous  f ac tors ,  such as  t he  quant i t y  o f  ra in f a l l
t anpera t u re  in  a  g iv en  per iod  o f  t im e,  indus t r ia l  dem o
prev a i l i ng  ra t es  o f  i n t e res t  f o r  s ho r t - t e rm  and  l ong - I
borrowings,  energy rates,  and compliance with env iron
ta l  and water-qual i t y  regulat ions .  Connec t icut  Water  o
and operates 10 water f i l t rat ion t reatment plants,  include
the Gui l f o rd  Wel l ,  Rockv i l le ,  Wes tbrook  Wel l ,  MacKer
H unt  W el l  F ie ld ,  S t a f f o rd  Spr ings ,  and  R ey no lds  Br ig
Has  191 employees .  Chai rman,  C .E.O.  & Pres ident :  I v
shall T.  Chiaraluce. Inc.:  CT. Address: 93 West Main Sta
G i n t o n . C r  0 6 4 1 3 . Tc l. : 8 6 0  6 6 9 - 8 6 3 6 . IDIS!
ht tp; / /www.c twater.corn.
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TOTAL SHAREHOLDER RETURN
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e 'VKLUE time PUBLISHING, INC. 1995 1996 1997 1998 19ss 2000 2801

SALES PER SH

"CASH FLOW" PER SH
EARNINGS PER SH
DN'DS DECL'D PER SH

6.08
1.34
.91
.12

6.08
T26
.80
.74

6,29
1.86
.89
.75

5.85
1.36
.94
.77

7.13
1.58
1.01
.79

7.18
1 .32
.67
.82

7.82
1.s7

.88

.83
CAP'L SPENDDIG PER SH

BOOK VALUE PER SH
1.44
7.65

.98
7.80

1.60
8.00

3.57
9.06

3.10
9.27

1 .75

9.31

1 .67
9.48

coupon SHS OUTSTG (MILL 6.23 6.31 6.40 7.36 7.50 7.59 7.63
AVG ANN'L PE RATIO

RELATIVE PIE RATIO
AVG ANN'L DlV'D vI£1.o

12.2
.82

6.5%

14.4
.90

6.4%

13.4
.77

6.3%

15.2
.79

5.4%

17.8
1 .of
4.4%

28.7
1.87
42%

24.6
1 .28
3.8%

s»ALes (SMILL)

OFERAIING uAaGIn
37.9
38;8%

38.0
38.0%

40.3
37.2%

43.1
37.0%

53.5
33.9%

54.5
32.2%

59.6
47.2%

DEPRECIATION ($m1LL)
NET PROFIT Mau.)

.2_8.

5.7
2.9
5.2

3.1
5.9

a.s
6.5

4.3
7_9

4.9
5.3

5.3
7.0

INCOME TAX RATE
NET PHOFW MAHGIN

34.3%
15.1%

32.8%
13.6%

34.9%
14.5%

31.5%
15.1%

28.8%
14.7%

ea. 1 %

9.7%

34.8%
11 .7%

y(qgKjnQ CAP'L (SMILL)
LONGTERDI DEBT (WILL)

SHR. EQUITY ($ll1LL)

4.2-

5a;o
.so.a

2.0
sa.0
s1.9

d2.9
52.9
55.2

.14.e
78.0
71.7

6.8
82.8
74.6

112.7

81 .1
74.7

.d_g

88.1

76.4

2902

7.97
1.61
.97
.85

2.12
9.85
7.77

23.5
1 .28
3.7%

81.9
47.1%
5.0
7.B

33.3%
12.5%
d9.3
87.5
80.6

zoos

0-

nu

1.00 A,B

24.7

RETURN DN TOTAL CAP'L
RETURN ON SHR. EOUITY

6.9%
113%

i6.4%
10.0%

6.8%
10.4%

5.7%
9.1 %

6.4%
10.6%

4.9%
7.1 %

5.6%
9.1 %.

6.0%
9.6%

RETAINED TO con ET

ALL DIVDS TO NET PROF
2.4°/»

80%
.B%

92%
1 .7%

85%
1.8%

81%
2.5%

78%
NMF

121%
5 %

94%
1 .3%

87%
*Na,of anslysusd1angingeam.esninlast11days:0up,Dliown,aalsa1sus5-yearesln61gsgmmh Z0%parysan 5Basedupon2aI1ayss'esbWnates.°Bassdupovi2nnnlysts'estimales.

ANNUAL RATES

5 Yr. 1 Yr.
2.0%
2.0%

10.0%
2.0%
4.0%

al dangle (pershare)
Sales

Esmings
Dividends
Book Value

4.5%
2.5%
-0.5%
2.5%
4,0%

2002 eranlua .2001

2.8
10.2
1.4
8.6

21.0

2.9
92
12
7.0

20.3

lss51s (small)
Cash ASSellS
Receivables
Inventory (Avg cost)
Other

Cuneal Assets

4.5

9.5
1.0

10.1

25.1

pvwenv. plam
a. Equiv. wost

Alarm Oeprwauun
Net Property
Other

Total Amis

242.7
43.6

199.1
12.2

236.4

259.3
47.9

211 .4
12.9

244.6

21s.9
13.3

2512

LIABILITIES ($miIL)
Aids Payable
Debt Due
Other

Cunent Limb

2.4
13.6
10.0

26.0

2.1
1a.a
92

29.6

3.8
10.0
10.2

24.0

LONG-TERM DEBT AND EQUITY
BS' M 6130408

D\IGiu5yl's.nATotal Debt $107.6 mill.
LT Debt $97.5 mill.
including Cap. Leases NA

(55% Of Cap'l)
Leases, LlncapitaIMed Annual remain NA

Pension Liability $5.3 mill. in '02 vs. $5.3 nil. iN '01

Pfd Stock $4.1 mill. Pfd Div'd Paid $.13 mill.
12% of Cap'l)

l43%°fC8P'l)
Common Stock 7,859,926 shares

BUSINESS: Middlesex Water Company collects, treats,
and distributes water for domestic, commercial, industrial,
and fire-protection purposes. The company provides water
services to retail customers primarily in easter Middlesex
County, NJ, 'where water services are furnished to approxi-
mately 57,000 retail customers, arid in Delaware. The retail
customers include residential customers, large industrial
concerns, and commercial and light industrial facilities. The
water utility plant consists of source of supply, pumping,
water treatment transmission, distribution, and general fa-
cilities. Water is obtained from both surface and groundwa-
ter sources. It is also derived from groundwater sources
equipped with electric-motor-driven, deep-well, turbine-
type pumps. Has 199 employees. C.E.O. & President:
Dennis Sullivan. Inc.: NJ. Address: 1500 Robson Road,
Roselin, NJ . 08830. Tel.: (732) 634~l500. Internet:
http://www.middlesexwater.corn.

A.z

Fiscal
Year

auAnTEnLv gAL£s(smm.) Fun
l a t o so 40 Year

12131/01

12/81/02

1'2/31/03

12/31/04

15.7
15.1

16.1
17.0

14.7
15.5
16.0

13.1

.14,a

15.0

59.6
61.9

Fiscal
Year

EARNINGS PER SHARE
l a t o so 40

Full
Year

1281/00
12/31/01
12/31/02
12/81/03
12/31/04

r
.19

.30

,oz

,19
23
25
.27.34

.17
24
.24
m

.12

.11

.16

.15

.18

.67

.88

.97

cas-
endar

QUARTERLY DNIDENDS PAID
l a 20 30 40

Fl.lll
Year

2000

2001

2002

2003

.2o7
21
215

.203

.207
.21
.215

203
.207
21

.215

.203
207
.21
.215

.82

.83

.85

October 31, 2003

2o'oa
18
12

1250

INSTTFUTIONAL DECISIONS

MTM \Q'03
17 15
7 10

1206 1216

to Buy
to Sell
HId'$(000)

TOTAL SHAREHOLDER RETURN

a Mos.

Dividends plusappredat/bn as of 980/2003

1 Yr. a Yrs. 5 Yrs.6 Mos.

0.30% 12.85% 13.07% 40.75% 110.17%
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9 VALUE LINE PUBLISHING, INC. 1995 1986 1997
1

SALES PER SH

"cAsa FLOW" PER SH
EARNINGS PER SH

DN'DS DECL'D PER SH

29.96
5.90
3.55
2.10

32.36
8.59
5.75
2.22

34.72
7.59
4.80
2.28

CAP'L SPENDING PER SH

BOOK VALUE PER SH

5.75
33.48

6.33
37.86

7.60

42.12
coupon SHS OUTSTG (wILL 3.25 3.17 3.17
AVG Annu/E RATIO
RELATIVE PE RATIO
Ave ANN'L own YIELD

9.9
.66

6.0%

6.8
.43

5.7%

11.2
.es

4.8%
sal.es (swf)
OFERATIIG IMRGIN

97.4

41 .1%
102.6

34.4%
110.1
34.8%

nwmonnou ($11IU-)
her rsonr (WILL)

7.6
11.5

8.7
18.6

8.9
15.2

mucous TAX RATE

NET PRGFITIMRGIN

40.2%
11 .B%

32.8%
18.1%

39.9%
13.8%

WORKlI'IGCAP'L re"-L)
Lone-Tenn oar (smlu.)
sun. enumr lswl-L)

10.7
76.5

108.9

11.9

75.0
120.0

7.0
75.0

133.8

| I

1998

' 33.47
7.57
4.54
2.34

10.85
45.19
3.17

13.1
.68

3.9%
106.0
36.0%

9.6
14.4
40.2%
13.6%
9.4

90.0
143.2

1999

38.42
8.58
5.20
2.40

10.60
47.25

a.os
15.5

.88
3.0%

111.0
33.2%
10.2
15.9
35.9%
13.6%
d3.0
90.0

143.9

:too
40.44
7.39
3.50
2.46

11.31
47.40
8.05

88.1
2.15
2.1%

123.2

30.2%
11.9
10.7
41.0%
8.7%

d11.4
90.0

144.3

2001
I

44.89
8.95
4.80
2.57

15.76
49.05

3.05
18.5

.as
3.0%

136.1
64.4%
13.2
14.0
34.5%
10.3%
d8.8

110.0
149.4

zoner

47.83
928
4.67
2.76

12.35
50.41

a.cs
11.a

.94
3.4%

145.7
83.7%
14.0
142
40.4%
9.8%

d4.9
110.0

153.5
RETURN ON Tom. CAP'L

RETURN ON SHR. EQUITY

7.5%
10.5%

11 .0%

15.5%
8.7%

11.4%
7.4%

10.1 %

8.2%
11 .0%

5.9%
7.4%

6.7%
9.4%

6.9%
9.3%

RETAINED To con EQ
ALL mhos To NET PROP

4.2%
61 v.,

9.5%
39%

6.0%
48%

4.9%
52%

5.9%
46%

2.2%
70%

4.1%
56%

3,8%
59%

Noh: No analyst animate available.

ANNUAL RATES

of awe (per sue/ef
Sales
"Cash FIGW'
Eamings
Dividends
Buck Value

1 Yr.
7.0%
3.5%
1.5%
7.5%
3.0%

s Yrs.
6.5%
3.0%

-2.0%
3.5%
5.5%

alanineanno2001
, o

21.0
.0

1.3
0.3

.3
1a.9

.5
4.0

18.7

ASSETS (smut)
Cash Assets
Receivables
Inventory (Avg cost)
Other

Current Assets

5.0
1a.e

.5
1.3

20.4

420,1
50.2.

492.6

517.5
149.7
367.8
42.8

4a1.0

Properly, Plant
a. Equip, at cost

Acwm Depreciation
Net Property
Other

Total Assets

552.4
161 .6

.390.8
43.7

453.2

5.3
6.4

18.0

29.7

.4
11 .5
12.3

24.2

.4
11.5
11.7

23.6

uAe1unEs (smut)
Accts Payable
Debi Due
Other

Current Limb

LONG-TERM DEBT AND EQUITY
as of 6130103

Due In 5 YY8. NATotal Debt $126.2 mill.
LT Deb! $119.8 mill.
Including Cap. Leases NA

(43% of Cap'l)
Leases, Uncapitalized Annual rentals NA

Pension Liability None in '02 vs. None in '01

pa stock None pad Dlv'd Paid None

Common Stock3,045,147 shares
(57% of Cap'l)

BUSINESS: SJW Corp. operates as a holding company
with two wholly owned subsidiaries: San Jose Water Co.
and SJW Land Co. San Jose Water Co. is a public utility in
the bus'mess of providing water service to a population of
approximately 988,000 in an area comprising about 138
square miles in the metropolitan San Jose area. SJW Land
Co. owns and operates parking facilities adjacent to the
company's headquarters and the San Jose Arena. It do
owns commercial buildings in San Jose and a 70% limited
partnership interest in 444 West Santa Clara Street, LR
SJW produces, purities, and distributes water. The compa-
ny's water supply is obtained from wells, surface mm-off, or
diversion and by purchases from the Santa Clara Valley
Water District. Has 301 employees. Chairman: Drew Gib-
son. Inc.: CA. Address: 374 West Santa Clara Street, San
Jose, CA 95196. Tel.: 408 279-7800. Internet:
http://www.sjwater.com.

A.Z.

Flscal
Year

QUARTERLY SAIES ($mlll.)
I Q 2 0 3 0 40

Full
Year

12/31/01
12/31/U2
12/a1/0a
12/31/04

44.2
46.2

31.3
33.1

24.2
27.7
27.B

36.4
38.7
38.0

136.1
145.7

Fiscal
Year

EARNINGS PER SHARE
SQ 20 30 4 0

Full
Year

12/31/00
12/31/01
12/31/02
t2/a110a
12/31/04

1.63
2.10
1.90

.54

.91

.89

.89
1.87
1.31
1.46

.44

.22

.57

1 .73

3.50
4,60
4.67

Cd-
endar

QUARTERLY DN}DENDS PAID
TO t o t o 40

Full
Year

2000

2001

2002

zoom

.615

.652
.69

.615

.652
.69

.728

515
.652
.69
.728

.615

.615
.69

.728

2.46
2.57
2.76

October 31, 2003

IO Buy

IO Sell

Hld'S(000)

2o'0a
24
16

688

INSTrrUT1ONAL DECISIONS

4Q'02 1Q'03
22 19
8 10

644 652

TOTAL SHAREHOLDER RETURN
Dividends plus appIudalion as of s/aoauoa

1 Yr, a Yrs. 5 Yr.s Mos.a Mos.

12.40% 12.1B% -22.84%-0.00% 69.M%

A

a \l

P

I

~+

' f r41 t. a

.

i
l

I
I
I

E
i

1
F
1

I
\

*1 - .
v
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ARIZONA-AMERICAN WATER COMPANY
COMPARISON OF DIVIDEND YIELDS USING

RUCO WATER UTILITIES

Companv Book
Value

Stock
Price

Div.
Yield

Div./Book Difference
ill Yield

American States Water 14.02 24.41 3.6 6.3 2.7

California Water Services 12.81 27.06 4.2 8.8 4.6

7.76 24.44 2.3 7.2 4.9Philadelphia Suburban

AVERAGE YIELD 3.37 7.43 4.07

Source: C,A. Turner Utility Reports U\Iovember 2003). Stock price at October 20, 2003 .

1489537.1/73244.034

EXHIBIT
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ARIZONA-AMERICAN WATER COMPANY
RUCO DCF COST OF EQUITY

USING BOOK DIVIDEND YIELD

Company Book Dividend
Yield

Growth
Rate

DCF Cost of
Equitv

6.3% 11.00%

8.8%

4.70%

4.31%

8.91%

13.11%

7.2% 16.11%

American States Water

California Water Services

Philadelphia Suburban

WATER COMPANY AVERAGE 13.41%

ADJUSTMENT FOR ADD'L FINANCIAL
RISK

0.50%

ARIZONA-AMERICAN COST OF
EQUITY

13.91%

Source: Schedule WAR-3 and book dividend yields from C.A. Turner Utility Reports
(November 2003).

14895361/73244.034



..a».Ur 4
£4
we

r~
"I

45

4-5%

~b
as
4:4

4 :
131

¢
*Q
c:<

4

4-73
s

2-..
,.¢..
- 1 :

4%

w e
:am
mm:84;
3-'I....:
Lu-rz

£85
8
4-8

4.u p

¢.:=

422

Q . .

tn
4¢
M
N

,94?
4?
cs

14-
6.83

~a=
Q
a

4
9%
xi"

¢~.

N I

m e

o
o

end
a s

In
cu

44g

ca
Rx

¢ k
N\
N\

wi--Li.
w e:oz

471
cl;
9*

me
:

34
3
8
3

"-.
M
r-'I
. m
o-2
oz

Q
an
r -

s
ts..
c*~

as
;~.
¢~

A..-»

*
gm

*T*
'39

pp. 1-4
£84
u p

ow
12
pa

in
pp

N
6-4
by

r
r -
Q -

4
94
up
r-4
ea
- 4
9 4 ®

8

5;
I*

\_
w
22

3as

Va
i-~»-¢an
i i
1:y..
44
m
"5
9
#X

#Q
r t
fv?

45;
Ra

A

goQ.
st

cm
go;
an

r*

as
cs

4
VJ
me

z*
»-4

c -

£3
*

ea
e==42

*m

c=»
44
@ QSas

£34
go
oz
us

an
4-
x

3-4
*::~1.4

8
149
an
»bi -I-

- l

m

*~.
pa
14;
K
c444

W
LB I- '

4
£3 9

4:
Q
pg;

: ~
=¢.
4 ;
Gs,
I

n

4 O
a-4

1-»
Ce
C i
9*
LL!
mf

--4
4-

'Q
a

4°'I
9
CO
Q.;

go.
W.
uh.

4
w
fa
up
in* Q 6)'i

9-

4

L

"§
i n
4
8

*Nr
ea
iii(

4:5
HI

we
ws
an
t s.
~a
» 4

*to
was
. 4

rs-

42-
94

4;
ms
H

é.r-zam M
48

4

m
N

•

Cf
8 8
m m
88
£514
L o a :
ea

we

.
W

In

tn
4:1
Rx

In
to
m

en
Cr

Ra .
Ru

4
Q
pp

4-».
#2Qs
»-4

4
.-44

me

we
Q

Ar
*4

¢
Q
¢-1

4

m
9
»-4

n
¢
1-4

In-»
.to
H z

Q
44-4
l¢-tl-*

. .
l,;,,s-s

9
4.4

- = ° ' L ' 8

in VS

mo l
<=-.:

81"

9?!_»

E "
<3

. J
<
4»
c:=
a-

pa' 8
3

xi W*
13 2;
vs We*! so
4 Cr

Lré £23
9-4 4
Q

ir*-
z

9
E
as
li-I

i¢*'a
:>
Q
984
45
...t
w-J
l d
w

H as
gn
sr-

9

Li3
43.

:

>
94
Q

3
- Jfn

as
8-
59
i* i

27°
Ar:

en
8*
43
as
'42

go; ac
pa
me
me

194*
w a s
¥2<1J'
M Y

:oz
*
an

gr;
as
at



Ur r

P
Aw

4

NATIONAL ASSOCIATION
OF

REGULATORY UTILITY
COMMISSIONERS

1996
Uni fo rm Sys tem o f  Accounts

For
Class  A

W a t e r  U t i l i t i e s

In
EXHIBIT

Atbx..|."'

Pursuant to act ion by the National Association of Regulatory
Uti l ity Commissioners, this System of Accounts is recommended to
the Commissions represented in the membership of this Association
for consideration and for adoption in their respective
jurisdictions with such modifications only as they may deem
necessary in the public interest .
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BALANCE SHEET ACCOUNTS
O

11D.2 Accumulated Amortization of Utility Plant Leased to
Others

A. This account shall be credited with amounts
charged to account 413 - Income from Utility Plant
Leased to Others, for the current amortization
limited-term or other investments subject to
amortization included in account 102 - Utility Plant
Leased to Others.

-J:LJJ.

B. When any property to which this account applies is
sold, relinquished or otherwise retired from service,
this account shall be charged with the amount
previously credited in respect to such property. The
book cost of the property so retired less the amount
chargeable to this account and less the net proceeds
realized at retirement shall be included in account 414
- Gains (Losses) from Disposition of Utility Property,
unless otherwise authorized or required by the
Commission.

c.
separately the balance applicable to each class of
property which is being amortized.

Records shall be maintained so as to show

D. The utility is restricted in its use of the
accumulated provision for amortization to the purposes

forth above.
this account or make any other use thereof without
authorization by the Commission.

set It shall not transfer any portion of

Note:--See Accounting Instruction 8 and account 439
regarding adjustments for past accrued amortization.

114 l Utility Plant Acquisition Adjustments

A. This account shall include the difference between (a) the
cost to the accounting utility of utility plant acquired as an
operating unit or system by purchase, merger, consolidation,
liquidation, or otherwise, and (b) the original cost, estimated, if
not known, of such property, less the amount or amounts credited by
the accounting utility at the time of acquisition to accumulated
depreciation, accumulated amortization and contributions in aid of
construction with respect to such property.

B. This account shall be subdivided so as to show the amounts
included herein for each property acquisition and the amounts
applicable to each uti l ity department and to uti l ity plant in
service and util ity plant leased to others (See Accounting
Instruction 21) .

59
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BALANCE SHEET ACCOUNTS

c . The amounts recorded in this account with respect to each
property acquisition shall be amortized, or otherwise disposed of ,
as the Commission may approve or direct .

115 Accumulated Amortization o _.LJti1ity Plant Acquisitigp Ad'just_ments

. This account shall be credited or debited with amounts which
are includible in account 406 - Amortization of. Utility Plant
Acquisition Adjustments, or account 426 - MiscellaneouS Nonutility
Expenses, for the purpose of providing for the extinguishment of
amounts in account 114 - Utility Plant Acquisition Adjustments .

116. Other Utilitv Plant Adjustments

A. This account shall include the difference between the original
cost, estimated if not known, and the book cost of utility plant to
the extent that such 'difference is not properly includible in
account 114 - Utility Plant Acquisition Adjustments (See Accounting
Instruction 17C) .

B. Amounts included in this account shall be classified in such
manner as to show the origin of each amount and shall be disposed
of as the Commission may approve or direct .

Note:--The provisions of this account shall not be construed as
approving or authorizing the recording of appreciation of utility
plant.

Other Property and Investments

121. Nonutilitv Property

A. This account shall include the book cost of land, structures,
equipment or other tangible or intangible property owned by the
uti l i ty, but not used in uti l i ty service and not properly
includible in account 103 - Property Held for Future Use .

B. This account shall be subdivided so as to show the amount of
property used in operations which are nonutility in character but
nevertheless constitute a distinct operating activity of the
company (such as plant merchandising and repair where such activity
is not classed as utility) and the amount of miscellaneous property
not used in operations. The records in support of each subaccount
shall be maintained so as to show an appropriate classification of
the property.

Note; -For transfers from utility plant accounts
Instruction 29B) .

(see Accounting

60
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ARIZONA-AMERICAN WATER COMPANY
2003 GENERAL RATE CASE

DOCKET nos. WS-01303A-02-0867, 0868, 0869, 0870, ill ld 0908
RESPONSE To DATA REQUEST no. AII 39-5

Response provided by: David P. Stephenson

Title : Director of Rates & Planning

Comp any Name :
Address:

American Water Works Service Company
303 H Street, Suite 250
Chula Vista, CA 91910

Company Response Number: AH 39-5

Q- Provide an itemized list of all expense reductions implemented in 1999, 2000, and 2001
with regard to corporate overheads and service company charges. Provide a brief
narrative description of each reduction and the amount of each reduction.

A. Qualification of response that follows: Arizona-American is not privy to the books and
records of Citizens. Nor is Arizona-American privy to the rationale for the reductions
that Citizens instituted during the pendency of the sale of their water and wastewater
assets to the Company. However, I can provide the following response based on records
that we do have in our possession and some understanding of the operations of Citizens
before the finalization of the sale.

r

Attached hereto and attached to the response to DR AH 39-3 are copies of various
overhead cost allocations of Citizens in the years requested. Also attached is a summary
of the allocated charges to Arizona (not including labor or local overheads) Hom Citizens
in 1999, 2000 and 2001. The summary provides a very telling story in that all of the 200 l
costs from the three main centers (Louisiana Public Services, Stamford Office and Dallas
Administrative Office) were reduced. There was an extremely significant reduction in the
allocated costs from the Louisiana Public Service office in 2001. The Louisiana Public
Service Office provided most of the accounting and billing services. This operation was
being dismantled in 2001 since Citizens was selling all of its public utility service assets.
There would be no use for the office after 2001. In fact, it is evident that the costs and
services were being reduced by viewing the YTD Totals by PSS Company - Charges
Allocated from Company 3999 (PSO) 2001 schedule attached to DR All 39-3. The
monthly charges shown on this sheet show that the costs started high in January 200 l
($l,048,758) and were reduced to -$32,984 by December. It is obvious that this center
was closing operations. All accounting and billing services were reduced to only
computer operations with no internal support by the end of 2001. Other reductions were
also evident in the other offices, but not to the same extent.

r~

r

Exuaarr



ARIZONA AMERICAN WATER COMPANY
ARIZONA DIVISION
ALLOCATION oF CORPORATE AND SERVICE COMPANY CHARGES
1999 THROUGH 2001

1999 2000 2001

LA PUBLIC SERVICES
STAMFORD CORP.
DALLAS ADMIN OFFICE
Total

7,785,522
1 ,737,725

464,425
9,987,672

9,009,121
1 ,407,890

232,730
10,649,741

885,568
1 ,298,517

144,104
2,328,189

m vs\ $'l¢IS 1 V'*\\sVI
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Citizens Utilities
Billing Model Allocations - PSO Only by Company By Functional Group

Molzave WaterCompany: 4000

CD51 Center Deseripfion Dec 99 Nov TU Nov 99 Oat 99 Sep! 99 Aug 99 July 99 June 99 Ma

.3,

1,

6,

7,

A coo anting

Corporate Admin

EH&S Secur i t y

Human Resources

Informat ion Systems

Legal  & Regulatory

. Marke t i ng

Oi l ier Sector groups

Property  Admin

Purchasing

Totals Company:  Mohave Water

s,1ss

2

1,z22

s,041

s,13a

3.911

158

2,155

80v517

697

116,062

305

0

-1,4ss.

3,107

-e,97a

1,941

199

1,135

2,588

-375

455

8,203

0

444

5.546

5,841

356

154

2,006

7$l311

2,968

99,941

s,sa4o

s

745

16,642

s,a71

840

102

1,644

75,551

1,561

113,302

3,819

0

2,820

2,323

10,104

458

26

2,155

55,733

1,922

80 v961 *

6.768

42

951

8,805

18,913

877

147

2,336

68,119

z,307

109,264

8,725 5,069

77 10a

1,625 1,4a4

5,626 8,749

64,607 23,684

1,262 SCO

110 552

2,528 1,504

81,222 56,107

1,850 2,094

167,591 100,251

2,

51,

1,

75,

4, Fl £42/08
1

I

Wednesday, January 19, 2000 Page 13 0]
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Citizens Utilities
Billing Model Allocations PSO Only By Company by Functional GroUp

Tubae ValleyCompany: 4002

Cos! Center Description Dee 99 Nov TU Nov 99 Of! 99 June 99 Ma.Aug 99

494

3

153

348

1,358

105

12

157

11,557

188

14,376

6,

AccoUnting

Corporate Admin

EH&S Security

Human Resources

Information Systems

Legal &. Regulatory

Marketing

Other Sector groups

Property Admin

Purchasing

Totals Company: Tubae Valley

1,300

0

1D5

5S8

1,053

610

13

167

15,511

57

19,374

.1,z7s

0

~289

68

-24

-148

16

35

.1,422

-30

.3,073

936

o

-34

247

659

235

9

202

11,862

238

14,353

648

0

1o2

496

769

225

8

137

1z,044

159

14,589

Sep! 99

2;860

0

229

182

537

12

2

134

mass

156

12,829

July 99

715

6

130

307

'1,407

154

14

206

12,529

150

15,629

12s

9

118

345

2,015

130

-1
130

12,795

110

16,441 a,

/
if/-

4-1
.-» WW ..»,f:>

°"t LCD\¢

l

Wednesday, January 19, 2000 Page 14 a
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Citizens Utilities
Eilling ModelAllocations-- PSO Only By CoMpany By Functional Group

Sun City WaterCompany: 4003

Cost Center Description Dee 99 Nov TU Nov 99 Oct 99 Sept 99 Aug 99 July 99 June 99 Ma)

11,20,863

3

9,144

12,927

24,328

14,056

297

861

207,115

1,308

290,903

4,006

o

-258

1,s79

-570

.11,130

373

-7,107

54,815

-704

32,994

18,154

o

2,as7

5,790

15,394

5.388

z97

17,286

222

5,s1s

70,976

131740

11

s,z1s

11,456

18,308

5,228

192

9,317

275,757

3,683

348,906

16,558

0

7,352

5,032

20,006

1,661

49

6,923

2412

3,610

63,303

15,202

80

3,338

8,907

35,052

2,426

275

3,537

262,234

4,332

335,484

22,510

145

s,ss4

7,900

32,592

:s.787

1,439

4,752

157,545

3,474

239,897

18,320

203

2,731

8,704

5.1 ,095

2,992

~25

:pos

229,237

3,932

320.196

5,

6,

17.

11,

1,

9,

155,

2,

230,

Accounting

Corporate Admin

EH&S Security

Human R€sollI'c8s
Information Systenw

Legal & Regulatory

Marketing

Other Sector groups

Property Admin

Purchasing

Totals Company: Su/1 City Water

<; 19 a.I
~"-.
"4
' J 4

3

Wednesday, January 19, 2000
Page 15 Q
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Citizens Utilities
Billing ModeI AlloCation5 ; PSO Only 8_v Company By Functional Group

Sun City SewerCompany: 4004

Case Center Description Dec 99 /Vol TU .\.av 99 Oat 99 Sep! 99 Aug 99 July 99 June 99 May

9,5

Accounting

Corporate Admin

EH&.S`Security

Hunzan Resources

InformaiioIz Systems

Legal & Regulatory

Marketing

Other Sector groups

Property Admin

Purchasing

Totals Company: Sun City Sewer

16,588

3

2,041

9,040

20,536

11,848

251

:,zs

144,948

1,104

210,421

794

0

.5,5za

_2,143

-481

.5,505

315

67s

-a,s47

-594

-21 v112

14,969

0

-706

4,215

12,995

4,548

250

3,835

199,285

4,707

244,100

11,100

9

1,150

a,7a7

15,455

7,425

1st

z,s7s

57,055

3,109

106,sG1

11,112

0

4,471

:1,5s4

10,471

1,402

42

2,617

145,431

3,047

182,146

9,sss

67

1 ,503

s,7/s

25,735

2,048

233

3,070

2U2,531

3,657

255,203

14,672

122

z,s40

5,984

26,938

3,197

269

4,011

137,011

2,932

197,677

11,109

171

z,30s

6,731

39,975

2,525

-21

2,540

218,554

3,315

287,209

4,0

5,2

13,7

2,7

1,3

3,3

40,9

1,1

a2,8

1

Z 1-1
_...J <§~{<, 958 ( E

| 'Tr.
1

Wednesday, .laruza/y 19, 2000
Page 16 0/.
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Citizens Utilities
Eilling Model Allocations - PSO Only By Company By Functional Group

Sun Cig/ West WaterCompany: 4005

Cox! Center Description Dec 99 Nov TU Nov 99 Of! 99 Sept 99 Aug 99 July 99 June 99 Ma.

15.Accounting

Corporate Admin

EH&S Security

HumaN Rest urce5

Inforhzalion Systems

Legal &. Regulatory

Marketing

01/1er Sector groups

Property Admin

Purchasing

Totals Company: Sun City West Water

26,026

4

3,193

15,174

32,121

18,588

192

5,106

221,247

1,121

324,577

756

o

-8,802

-749

~752

.4,106

493

1,057

-24,638

-929

.37,671

23,304

0

-1,1o3

7,095

20,32€

7,113

388.

s,00z

92,794

7,350

163,280

17,395

14

1,a4s

14,405

24,172

6,853

253

4,190

223,694

4,863

297,685

17,438

0

s,9ss

5,558

16,378

2,193

65

4,u94

74,243

4,1ss

131,728

14,961

105

z,ass

10,518

40,253

3,203

364

4,8c2

267,359

s,720

349,753

22,052

191

3,973

10,109

42,134

5,000

422

6,274

178,267

4,5a7

273,008

17,570

258

z,soe

1G,528

621525

3,950

-:3

3,972

189,018

5.192

296,696

6,

8,

21,

4,

2,

5,

333,

2,

399.

y
. / '~ x*3~9f§¢,€"Q.~a n

%
J*

Wednesday, .lurzuaqv 19, 2000 Page 17 0/
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Citizens Utilities
Eilling Model Allocations PSO Only By Company ,By Functional Group

Company: 4006 Agua Fria

Cos! Center Description Dec 99 Nov TU Nov 99 Of! 99 Sep! 99 Aug 99 July 99 June 99 Maj

T,Accounting
Corporate Admin

EH&S Security
HIIHIHII RL'SIOllfC€S

I/ir/nation Sysfentf
Legal & Regulatory

Marketing

Of/ter Sector groups

Property A dnzin

Purchasing

Totals Conzparxy: Agua Fria

13,501

2

1,497

7,sa3

15,060

10,486

184

z,:ss4

109,707

810

161,622

-1,795

0

-4,121

978

-353

.1,8s2

231

495

-13,862

-436

-20,760

12,030

0

-517

3,5a4

9,530

3,335

1B1

2,814

87,564

3,451

121,973

8,994

7

866

7,os2

11,333

3,213

119

1,965

85,836

2,2ao

121,703

9515

D

3278

2506

7579

1 p28

31

1319

26979

2135

54J70

a_390

49

1,106

4,s7a

18,873

1.502

171

2,251

1121136

2,582

152,139

11,906

so

1,asz

4,438

19,755

2,344

19a

2,942

105,735

2,150

151,420

a,e1s

126

1,691

4,936

29,315

1,852

-16

1,852

187,046

2,434

237,861

2,

3,

10,

2,

1,

Z,

41,

1,

72.

I 0§ 11)a~ a w
8

I

Wednesday, January 19, 2000 Page l80]
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Citizens Utilities
Billing Model Allocation5 - PSO Only By Company By Functional Group

Havasu WaterCompany: 4007

Cost Center Description Dec 99 Nov TU Nov 99 Oct 99 Sept 99 Aug 99 July 99 June 99 IWo_

1,341

0

-83

-85

.1,131

471

21

120

.1,450

-40

-835

2,osa

0

-46

543

625

51

14

21s

s,oos

310

s,17a

1,383

1
TO

1,584

1,043

BE
11

174

7,198

207

11,768

404

o

298

218

1,oz1

48

3

22a

4,so7

203

6,929

1,zs1

4

101

770

1,953

93

KG
247

5,403

244

10,080

739

8

169
585

7,303

133
18

287

7,945

195

17,363

532

11

154

723

2,503

95

-1

159

4,192

2z1

8,sas

J,

Amounting

Corporate Admin

EH&.S` Security

Human Resources

Information Systems

Legal & Regulatory

Marketing

Other Sector groups

Propergv Admin

Purchasing

Totals Company: Havasu Water

2,330

0

123

915

940

340

11

228

e,sas

14

11,556 s,

0
n"'
91 " 2{8~<i'83it

I l

Wednesday, January 19, 2000 Page 19 of
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Direct Testimony of John S. Thornton, Jr.
Docket No. W-01445A-02-0619
Page 2

1 tier is derived for each system depending on the system revenue requirement and rate

design considerations. Mr. Ludders addresses revenue requirements and rates for the

systems.

2

3

4

5

6

THE FIRST TIER .- THE LIFELINE RATE

Q. What principle does Staff recommend for developing the first tier for the Eastern

Group?7

8

9

10

A.

11

12

13

14

Staff recommends a lifeline rate, a rate that has a lower rate than the system's average

commodity cost and that covers a minimum amount of gallons. The lifeline rate concept

is appropriate for water pricing because it is the only utility commodity that is necessary

for life and is actually ingested by consumers. The lifeline rate can provide affordable and

available minimum amounts of water to a consumer. Staff recommends that the lifeline

rate be set at an approximate twenty (20) percent discount to the second tier rate. Staff

recommends that the first tier apply to the first three thousand gallons of consumption per

15

16

customer.

Q- How did Staff choose the three thousand gallon break for the first tier?17

18 A.

19

20

21

Staff considered a number of factors, including the Arizona Department of Environmental

Quality engineering standard for the minimum level of consumption: one hundred gallons

per day per consumer. The three-thousand gallon break provides a minimum amount of

water for one consumer per month given an average of about thirty days in any given

month.

4

22

23

24

25

MARGINAL COST PRICING, REGULATION, AND ECONOMIC EFFICIENCY

Has marginal cost pricing been used in setting utility rates in the United States?Q-
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Chapter 4

laverted-Block M i e s

INTRODLICTIGN
An inverted-block rate structure, sometimes termed "increasing blocks," "inclining
blocks," or "inverted-pyramid" rates, incorporates a unit charge that increases vln'th
increasing consumption. This rate alternative requires a multiple blocking structure
with the rate per unit of consumption increasing with each successive step.

The primary objective of establishing inverted-block rates is to reduce water use,
particularly from the larger-volume customers that are charged the progressively
higher rates. For this reason it is often characterized as a conservation rate.

Types of Inverted-Block Rates
While inverted-block rates may be based on one rate schedule applicable to all
customers throughout the year, there are several possible variations.

Customer class. It is not uncommon to apply inverted-block rates by customer
class. Under this variation, an inverted-block rate schedule is developed for each
customer class. Rates under this method can be better designed to encourage
large-volume customers within each class to reduce usage. The block(s) within each
class can be set to reflect the usage characteristics of that class.

Ratchet variation. Another variation of this alternative involves a ratchet
element whereby all usage, not just that falling within one block, is charged at the
rate applicable to the highest block of consumption reached by a customer. By
including a ratchet element, a stronger incentive to conserve is provided because
reductions in consumption that drop total usage into a lower rate block will result in
a reduction in the total cost of all water used by the customer, not just that used
within the highest rate block.

Seasonal. Inverted-block rates may also be used on a seasonal basis when
water reductions are primarily sought during the peak-use season. In this case, the
inverted-block rates would apply only during the peak-demand season. Other rate
forms are used during other times of the year.

EXHIBIT

16
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INVERTED-BLOCK RATES 17

Reductions in Water Use

l

While inverted-block rates were once quite rare, many utilities, including some of the
country's largest, have adopted such rates during the last decade. Inverted-block
rates are most f requently used in the west, southwest, and eastern parts of  the
United States where water supply shortages are critical.

Three reasons are typically oHIered for targeting reductions in use by large-
volume customers:

•

Based on some price elasticity studies, larger-volume customers may have a
greater response to price increases than sma1ler~volume customers. Since
large-volume customers have larger total water bills, water reduction measures
may be more economical for them.

In cases where considerable reductions in water use are required, significant
reductions by several large customers may meet the desired reduction goals.

In some cases, larger~volume customers have a greater abil i ty to absorb
increased costs for water service. By shifting costs to larger-volume customers,
the burden on smaller-volume customers is lessened.

Special Considerations

f

| '

J

J

If  an inverted-block rate is substituted for a declining-block rate with little or no
increase in overall revenue requirements, the bills to smaller-volume customers may
decrease. This could result in an undesired increase in use by smaller-volume
customers, offsetting the original purpose of inverted-block rates to reduce overall
consumption. The cost impact on al l  customers should be careful ly examined.
Determination of the number of blocks, usage break points, and rate differentials also
requires careful analysis.

Another factor that must be carefully considered is the level of the rates,
particularly the initial (lowest) rate block. In general, no rates should be set below the
utility's variable production costs.

There are several factors that should be considered if an inverted-block rate is to
be used.

Limited supply. Inverted-block rates are particularly applicable when cus-
tomer water use exceeds or is approaching the utility's safe yield for water. it should
also be determined i f  water usage by the large-volume customers can or wi l l
realistically be reduced. Since the main purpose of this rate alternative is to reduce
customer usage, there may be no reason for its use if water supplies are adequate.

Inverted-block rates may or may not affect a utility's peak demands, depending
upon the application. They may reduce peak demands if  all or a majority of the
consumption during the peak period is priced at the higher levels while consumption
during the off-peak periods is priced at the lower levels, such as with a seasonal
application. On the other hand, if (l) the peak period is of relatively short duration
and little consumption during the peak period is priced at the higher levels, and (2) a
majority of consumption during the oiilpeak periods is priced at the higher levels, the
utility's peak may not be affected. The utility's ratio of peak to average demand may
actually increase in this case since off-peak consumption is more affected.

Alternate sources. The adoption of an inverted-block rate may cause some
larger customers to develop their own, less expensive water supplies. Since this will
result in a reduction in the utility's overall supply requirements, such action may or
may not be consistent with the objectives of this rate alternative, depending on the
utility's source of supply.

l
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Targeting discretionary uses. Inverted-block rates may be appropriate for
utilities that serve a uniform customer base (essentially one customer class). In this
case, higher volume uses may be discretionary uses that could be charged the higher
rates under this rate alternative.

Targeting residential use. If the customer base is primarily residential,
higher volume uses could typically be associated with extensive lawn watering and
filling of swimming pools. In thiscase,an inverted~block rate would charge these uses
at higher rates. Since some of these uses (lawn watering, for example) may also cause
higher peak seasonal demands, an inverted-block rate may recover costs in proportion
to use more approximately than other rate forms.

Incremental pricing. If the incremental cost of new supplies and/or treatment
is higher than the cost of existing facilities, an inverted-block rate structure may be
somewhat consistent with the economic theories surrounding marginal-cost rates (see
chapter 10 on marginal-cost pricing). If the rate for the final (highest priced) block for
all or most customers is set at the marginal or incremental cost of the new water
supplies, customers would pay for their last increment of use (marginal use) at the
marginal rates. The lower initial rate blocks could be set at levels such that the total
revenue requirements of the utility are not exceeded. If smaller-volume users do not
use enough to pay the higher (marginal) rate, they will not be sent the correct
economic signal. ,

Discounted rates for low-income customers. Inverted-block rates may also
be considered a form of lifeline rates (see chapter 3 on lifeline rates). In some cases,
the initial rate block can be set at a level that provides for minimal sanitary water
use requirements at a rate below the average cost of water. In this case, use deemed
necessary can be provided at a reduced rate with subsequent usage by larger
customers established at higher rates to recover the revenue loss that would result
from the initial block use.

ADVANTAGES AND DISADVANTAGES

Financial Sufficiency
Inverted-block rates can result in revenue erosion and instability. Since the intent of
this rate alternative is to reduce consumption, some change in revenue should be
expected. Reductions in revenue and consumption could cause an increase in system
average cost. The magnitude of the change can be difficult to predict because of such
variables as weather, economic conditions, pricing, and customer response. Changes
in customer water use magnify the revenue impacts since the changes take place at
the higher rates of the inverted-block rate structure. Sufficient revenues under this
alternative tend to be uncertain because the rates frequently do not correspond to the
utility's costs.

Equity

, /

A single inverted-block schedule typically will not reflect cost causation patterns, and
may therefore be considered inequitable. Since large~volume customers generally are
less costly to serve, a single inverted-block rate schedule will typically result in rates
that do not correspond directly to costs. In some cases, this disadvantage may be
reduced by implementing increasing block rates by customer class.

There may be situations where a single-schedule, inverted-block rate does
correspond directly to costs. This would occur when large~volun1e customers have a
relatively high peak-to-average demand ratio and are thus costly to serve. A
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residential community with significant variations in customer lawn watering patterns
would be another example.

Impact on Customers
|

! The adverse impact of inverted-block rates on large-volume customers is an essential
consideration. Depending on the existing rate form, the adoption of inverted-block
rates can have substantial negative financial impacts on such customers. The degree
of impact should be understood as should possible reactions by those customers.
While signif icant reductions in water use or even withdrawal from the community
water  system may be desi red,  the ut i l i t y  should be aware that  the lack of
economically feasible alternatives for some customers may result in undesired plant
closures and the resultant loss of water util ity income, community jobs, and tax
revenues. Further, the loss of revenues from larger users will generally result in
eventual rate increases to remaining users because of an increase in the system
average cost. _

Depending on the level of rates and how rate blocks are set, the adoption of an
inverted-block rate may result in rate decreases to some smaller-volume customers.
While this may be politically popular, it sends the wrong economic signal to these
customers, and may result in increased usage by these customers.

Simplicity
Since an inverted-block rate is essentially the opposite of a declining-block rate, it is
readily understandable by customers.

Implementation
The development and implementation of an inverted-block rate structure requires a
fol] billing analysis and a study of the impacts on various customers. An analysis of
possible consumption and revenue impacts should also be undertaken.

Conservation
Inverted-block rates are primari ly intended to encourage water use reduction,
particularly from large-volume customers or larger-volume customers within a class.
If conversion from an existing rate structure results in large water bill reductions for
some smaller users, the reduction in use by large~vo1ume users may be somewhat
offset by increased usage by small users.

HISTORICAL PERSPECTIVE

J The use of inclining-block rates in the water industry was quite uncommon several
decades ago. With increased consumer actiw'sm and increasing attention to the
adequacy of local water supplies, the use of increasing-block water rates is growing.
In areas of the country where water supplies have become limited, its use is becoming
common. A number of large cities have adopted inverted-block rates in one form or
another.

r

EXAMPLE
An example of  one inverted-block rate structure applicable to al l  customers is
presented below. As shown in Table 4-1, the declining-block rate schedule presented
i n  A A Manual Ml results in annual retail consumption revenues of $2,114,569



METER
SIZE

BASE FEE
MONTHLY WATER USAGE FEE

5/8" $ 10.92 First 7,500 @ $1 .28/1000 gals
Over 7,500 l $2.33/1000 gals

3/4" $ 15.06 First 8,300 @ $1 .28/1000 gals
Over 8,300 • $2.33/1000 gals

1 " s 22.86 First 12,600 @ $1 .28/1000 gals
Over t2,600 @ $2.33/1000 gals

1 1/2" s 41 .99 First 23,100 @ $1 .28/1000 gals
Over 23,100 @ $2.33/1000 gals

2 " $62.44 First 34,300 @ $1 .28/1000 gals
Over 34,300 @ $2.33/1000 gals

3 " $108.96 First 60,000 @ $1 .28/1000 gals
Over 60,000 » $2.33/1000 gals

4 " $167.37 First 92,000 @ $1.28/1000 gals
Over 92,000 $2.33/1000 gals

6 " $311 .42 First 171 ,000 @ $1 .28/1000 gals
Over 171,000 l $2.33/1000 gals

8 " $459.32 First 252,000 @ $1 .28/1000 gals
Over 252,000 » $2.33/1000 gats

Water
Haulers

$ 6.48 First 3,800 @ $1 .28/t 000 gals
Over 3,800 » $2.33/1000 gals

Y
¢

1
EXHIBIT
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| METERED WATER RATE SCHEDULE
Effective July 1, 2003
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Applicable taxes and environmental fees will be added.
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City oflviesa
Mesa, Arizona

Water Schedule No. W1.1, W2.1,W1.2, W2.2, WE .3,w2.3
W1.4, W2.4, W1.5, w2.5, WL6, W2.6, w1.7, W2.7

Effective 08/01/03
Ordinance No. 4082

Supersedes Schedule Adopted 08/01/02

RESIDENTIAL WATER SERVICE
WESTERN ZONE - Inside WE . 1, Outside WE. 1

RWCD ZONE - Inside WE .2, Outside W2.2
EASTERN ZONE - Inside WE .3, Outside W2.3

DESERT SAGE PRESSURE ZONE - Inside WE .4, Outside W2.4
COUNTY LINE PRESSURE ZONE - Inside W1 .5, Outside w2.5

APACHE JUNCTION PRESSURE ZONE - Inside WE .6, Outside W2.6
RANGE RIDER PRESSURE ZONE - Inside W1 .7, Outside W2.7

APPLICATION

Applicable to all residential water service inside and outside the City limits required for domestic purposes in
individually metered dwelling units.

MONTHLY BILL

Rate: In addition to the service charge, the rate for water used shall be $1 .77 per 1,000 gallons for the Hrst 12,000
gallons used and $2.65 per 1,000 gallons for all additional use. '

Service Charge:
$8.82

$10.52
$16.83
$23.73
$52.23
$85.83

$169.23
$253.19
$344.91

%"service
1"service
1%"service
2"service
3"service
4"service
6"service
8"service
10"service

Plus: For all water used in the upper pressure zones, the following pumping surcharges will apply:

DESERT SAGE PRESSURE ZONE (w1.4, W2.4):
COUNTY LINE PRESSURE ZONE (WI .5, W2.5):
APACHE JUNCTION PRESSURE ZONE (WI .6, W2.6):
RANGE RIDER PRESSURE ZONE (w1.7, W2.7):

$.05 per 1,000 gallons
$.10 per 1,000 gallons
$.15 per 1,000 gallons
$.20 per 1,000 gallons

ADJUSTMENTS

Plus the applicable proportionate pan of any taxes or governmental impositions that are assessed on the basis of the
gross revenues of the City and/or the price or revenue from the energy or services sold hereunder.

TERMS AND CONDITIONS
See Terms and Conditions for the Sale of Utilities.

w-1
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Current Water Rates

The current monthly water rates became effective October 14, 2002 .
Major rate elements are discussed below, followed by a listing of current r

Potable water charges have 1) a monthly service charge (based on meter size) why
the customer pays regardless of the amount of water used, 2) usage charges; and 8
CAP charge.

&'}§-,';2;§¥Q¥5i8"lix

911ni The monthly service charge based on meter size is set to recover the costs of meter
maintenance and replacement as well as meter reading and billing costs.

Residential customers are charged for water usage via an inclining block rate strut
As the usage block increases, the unit price or rate for the block increases.

ks §!§1i'{ii¥} i4723? E Fm Other potable customers, with the exception of multifamily and construction wa
customers, pay a base rate for water usage year round but are subj act, in addition, to
surcharges in the summer, should their monthly usage exceed their winter monthly u-
There are two tiers of summer surcharges, and each has a different threshold: the ties
applied to any monthly usage exceeding the average winter monthly usage and the se
is applied to any monthly usage greater than 145% of average winter monthly usage.
summer surcharges are added to the charge resulting from the base rate.

Multifamily and construction water customers are charged a year round rate with
summer surcharges. For these customers, a higher year round rate replaces being sum
IO summer surcharges .

The CAP charge, a flat rate assessed on all potable usage, helps pay the cost of Cent
Arizona Project (CAP) water which Tucson Water purchases from the Central Arizona
Water Conservation District (CAWCD).

Reclaimed water charges have two basic components: a monthly service charge (I
on meter size) which the customer pays regardless of the amount of water used, and :
usage ch are.

http://www.ci.tucson.az.us/water/customer_svcs/rates/rates.htm 9/20/2003



Current RatesMeter Size

$9 q;079i  ch

$6.991.00 inch

$10.731.50 inch

$15.412.00 i l ls

$21.732.50 inch

$28.053.00 inch

$45.844.00 inch

$90.786.00 inch

$135.718.00 inch

$205.9210.00 ills

$338.3912.00 inch

Current
Charge
per Ccf

Customer Class /
Charge Categories

Residential Block Rates

Single Family

$1.031 -15 Cef
$3.5016-30 Ccf
$4.9231 -45 Ccf
$6.97Over 45 Ccf

Duplex-Triplex

$1.031 -20 Ccf

$3.5021 -. 35 Ccf

$4.9236 .- 50 Ccf

$6.97Over 50 Ccf

Non-Residential Rates
Base Volume Rates

Page 2 off1 Monthly Water Rates
x

I

POTABLE RATES

Minimum Monthly Charge:

| |

Usage Charges:

I I

http://www.ci.tucson.az.us/water/customer_svcs/rates/rates.htm 9/20/2003



$1.59All usage

Mobile Home Parks with
Sub-meters

$1.08All usage

Commercial

Industrial

$1.47All usage

Construction Water

$1.93All usage

Non-Residential
Summer Surcharges

$.95Tier 1, per Ccf

$.25Tier 2, per Ccf

Current
Charge
per Ccf

$0.03

Current
' t - Q

Meter Size

$5.350.75 inch

$6.991.00 inch

$10.731.50 illclll

$15.412.00 illch

$21.732.50 inch

$28.053.00 inch

Page 3 offla/knnthly Water Rates

Multifamily 1

| A II
IA11 usage 3

3
45

, l
$1.481

xi

a;

6
4

I

ll
I

r

f

. F

f

Note: 1 Ccf= 748 Gallons

CAP Charge:

RECLAIMED WATER RATES

Monthly Service Charge:

II 11
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$90.786.00 inch

8.00 inch $135.71

$205.9210.00 inch

$338.3912.00 inch

Current
Charge
per Ccf

$1.31

4
1 Monthly Water Rates Page 4 off

4

4.00 inch $45_84l

Usage Charge:

Source: City of Tucson
Last Revision: Thursday, December 05, 2002

E:8e,.1:;'is:8:§ I lender I _YMQILQ I _8u.§.4.¢;s§.l S_4Lmap.l .C.M3LQ9n.ta.;_ts
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Arizona American
Test Year Ended December 31, 2001

Comparison of Present Rates and Arizona Corporation Commission Staff Direct Proposed
Rates on Various Classes of Customers / Data From ACC Staff Schedules DDR-2

EXHIBIT

STAFF RECOMMENDED

Line
M

Acc Staff
Rate

Increase
As a

Percent
Average
Usaqe

Present
Rates

Acc Staff
Proposed

Rates
Increase
in Dollars

Increase
in PercentDivision

Aqua Fria Water
Residential 5/8" 7,002 $ 22.46 $ 18.72 $ (3.74) -16.64% -14.10%

Commerical 6" 1,816,455 $ 4,465.18 $ 4,208.79 $ (256.39) -5.74% -14.10%

Anthem Water
Residential 5/8" 10,212 $ 36.42 $ 23.17 $ (13.25) -36.38% -14.67%

Commerical 3" 201,964 $ 563.93 $ 404.86 $ (159.07) -28.21% -14.67%

Havasu Water
Residential 5/8" Summer Rate 7,659 $ 19.46 $ 16.91 $ (2.55) -13.12% -7.08%

Residential 5/8" W inter Rate 7,659 $ 18.72 $ 16.91 $ (1.81) -9.68% -7.08%

Multi-family 153 4" Summer Rate 192,500 s 1,585.38 $ 1,667.01 $ 81.63 5.15% -7.08%

Multi-family 1534" Winter Rate 192,000 $ 1,581.09 $ 1,667.01 as 85.92 5.43% -7.08%

8,787 $ 20.18 $ 16.40 $ (378) -18.74% -15.58°/o

Mohave Water
Re BCMI 5/8"
(Residential 5/8 Inch Meter)
CM B004 2"
(Commercial 2 Inch Meter) 118.000 203.32 $ 178.86 $ (26.46) -13.01% -15.58%

Sun City Water
Residential 5/8" 8,361 $ 11.17 S 14,82 $ 3.65 32.65% 31.14%

Commerical 6" 2,486,155 $ 2,426.74 $3,618.16 $ 1,191.42 49.10% 31.14%

Sun City West Water
Residential 5/8" 7,171 $ 11.67 $ 13.42 $ 1.75 15.03% 11.50%

Commerical 4" 773,833 $ 968.17 $ 1,164.97 $ 196.80 20.33% 11.50%

Tubac Water

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20

21
22
23
24
25
26
27
28
29
so
31
32
33
34
35
36
37
38
39
40

Residential 5/8" 13,177 $ 39.19 $ 53,00 $ 13.81 35.24% 34.74%

A 4* I \.lUIlIIIIG'IIL»dI 4 159,167 3 397.66 s 753.66 38 866.02 89.53% 34.74%
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D .

material recoverable is chargeable to materials and sup-
plies, or other appropriate accounts.
"Service life" means the period between the date an asset
is first devoted to public service and the date of its retire-
ment from service.

All public  service corporations shall maintain adequate
accounts and records relaid to depreciation practices, subject
to the following:
1. Annual depreciation accruals shall be recorded.
2. A separate reserve for each account or functional account

shall be maintained.
The cost of depreciable plant adjusted for net salvage
shall be distributed in a rational and systemic .manner
over the estimated service life of such plant.
Public service corporations having less diam $250,000 in
annual revenue shall not be required to maintain depreci-
ation records by separate accounts but shall mice annual
composite accruals to accumulated depreciation for total
depreciable plant.

Requests for depreciation rate changes and methods for este
mating depreciation rates shall be as follows:
1. If a public service corporation seeks a change in its depre~

cation rates, it shall submit a request for such as part of a
rate application in accordance with the requirements of
R14-2-103.
A public service corporation may propose any reasonable
method for estimating service lives, salvage values, and
cost of removal. The method shall be fully described in a
request to change depreciation rates.
Data and analyses supporting the change shall be submit-
ted, including engineering data and assessment of the
impact and appropriateness of the change for raternddng
purposes.
Changed depreciation rates shall not become effective
until the Commission authorizes such changes.

Upon the motion of  any party or upon its own motion, the
Commission may determine that good cause exists for grant-
ing a waiver from one or more of the requirements of this Sec-
t ion.

f_

g.

Historical Note
Former Section R14-2-l02 repealed, former Section R14-
2-127 renumbered as Section RI4-2-102 without change
effective March 2, 1982 (Supp. 82-2). Forward to the rule

corrected 8 filed April 13, 1973 (Supp. 89-1). Section
R14-2-102 repealed, new Section adopted effective

April 9, 1992 (Supp. 92-2).

j

é

h.

2.

R14-2-103. Defining Filing Requirements in Support of a
Request by a Public Service Corporation Doing Business in Ari-
zona for a Determination of the Value of Property of the Corpo-
ration and of the Rate of Return Thereon, or in Support of
Proposed Increased Rates or Charges
A . Purpose and definitions

1. Purpose: The purpose of this General Order is ro define
the specific Erxancial and statistical information required
to be filed with a request by a public service corporation
doing business in Arizona for a determination of  the
value of the property of die corporation and of the rate of
return to be earned thereon, with regard to proposed
increased rates or charges. This General Order does not
apply to the implementation of  previously approved
adjustment or escalation clauses.
Applicability of rules: These rules shall apply to all eiec-
tric, gas, telephone, telegraph, water and private lire pro-
tection public service corporations under the jurisdiction
of the Commission. These mies are applicable both to all

filings made after the effective date of this General Qrder
and to any rate proceeding pending on the effective date
of  this General Order in which the Commission has
issued no anal decision. These rules are not intended to
prohibit utilities from Filing additional schedules, exhibits
and other documents in which the Commission has issued
no final decision. These rules are not intended to prohibit
uNities from f iling additional schedules, exhibits arid
other documents which may be material to the rare pro-
ceeding, nor are they intended to prohibit the Commis-
sion from considering such schedules, exhibits or other
documents 'm mddng its determination. In pending pro-
ceedings, to the extent that the information required by
this Genial Order is not included in the public service
corporation's exhibits or is not otherwise in the record,
such information shall be supplied as soon as possible
unless a waiver is requested and granted pursuant to sub-
section (B)(5).
Definitions: Terminology used in this General Order is
defined as follows:
a "Accounting method" -- the accounting method pre-

scribed or recognized by the Commission.
"Connnission" - The Arizona Corporation Com-
mission.
"Cost of service" - The total cost of providing ser-
vice to a defined segment of customers, as deter-
mined by the application of logical and generally
accepted cost analysis and allocation techniques.
"Depasunent" - A responsibility center within a
combination utility where revenues and costs are
accumulated by commodity or service rendered.
"Do-ireciated original cost" - The cost of property
to the person first devoting it to public service, less
the deprec iat ion reserve,  which shal l  inc lude
accrued depreciation and amortization calculated in
accordance with General Order R14-2-102. Depreci-
ated original cost shall not include any goodwill or
going concern value, nor shall it include certificate
value in excess of payment made or costs incurred in
the initial acquisition thereof
"Exhibit" - One or more schedules which support a
rate tiling or testimony in a rate proceeding.
"Filing" -- An application Md required schedules,
exhibits or other documents filed by a public service
corporation to initiate any proceeding enumerated in
subsection (A)(l). For all Class A and B utilities and
for Class C electric and gas utilities, the tiling shall
include direct testimony in support of the applica-
tion. For Class C water, sewer, arid telephone utili-
ties and for all Class D and E utilities, the filing shall
include a written description of the components of
the application. Nothing in this Section shall be con-
strued to prohibit a public service corporation, prior
ro making a f iling, f rom giving the Corrunission
informal pre-tiling notice of its intent to make a fil-
ing. Such pre-filing notice would permit the Com-
mission. on a tentative basis. to assign a hearing date
and would permit agreement on an appropriate test
yum _
"Original cost rate base" - An amount consisting of
the depreciated original cost, prudently invested, of
the property (exclusive of  contributions and/or
advances in aid of construction) at the end of the test
year, used or useful, plus a proper allowance for
working capital arid including ail applicable pro
forma adj usunents.

Supp. 02-4 Page 4
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Annual Operating Revenue

EDB CClass A

Electric & Gas $1,000,000 to
$5,000,000

$50,000 ro
$249,999

Exceeding
$5,000,000

$250,000 to
s999,000

Water & Sewer $1,000,000 ro
$5,000,000

s50,000 to
$249,999

Exceeding
$5,000,000

S250,000 to
s999,000

Telephone

Less than

$50,000

Less than

$50,000

Less than

$25,000
$250,000 to
s1,000,000

$25,000 to
$99,999

Exceeding
$1 ,000,000

s100,000 to
S249,000

s Title 14, Ch. 2
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q.

m.

"Pro forma adjustments" - Adjustments to actual
test year results and balances to obtain a normal or
more realistic relationship between revenues,
expenses and rate bee.
"Projected year" - The year immediately following
the test year.
"Projections" ._ Estimate of future results of opera-
tions based upon mown facts or logical assumptions
concerning future events.
"Prudently invested" Investments which under
ordinary circumstances would be deemed reasonable
and not dishonest or obviously wasteful. All invest-
ments shall be presumed to have been prudently
made, and such presumptions may be set aside only
by clear and convincing evidence that such invest-
ments were imprudent, when viewed in the light of
all relevant conditions mown or which in the exer-
cise of  reasonable judgment should have been
mown, at the time such investments were made.
"Rate schedule" -- A schedule of rates and condi-
tions for a specific classification of customer or for
other specific services.

"Reconstructed Cost New (RCND) Rate Base" - An
amount consisting of the depreciated reconstruction
cost new of the property (exclusive of contributions
and/or advances in aid of construction) at the end of
the test year, used and useful, plus a proper allow-
ance for working capital and including all applicable
pro forma adjustments. Contributions and advances
in aid of construction, if recorded in the accounts of
the public service corporation, shall be increased to
a reconstruction new basis.
"Staff" - The staff of the Commission or its desig-
nated representatives.
"Test year" - The 1-year historical period used in
determining rate base, operating income and rate of
return. The end of the test year shall be the most
recent practical date available prior to the filing.
"Utilities" - For purposes of the Section, utilities
are electric, gas, telephone, water, sewer or any
other that may be supplying service and/or commod-
ities which in the future may be adjudged a public
service corporation and under the jurisdiction of this
Commission, are classified as follows:

r .

B.

Annual operating revenues are those gross utility
operating revenues derived from jurisdictional oper-
ations, including the requested rate relief. A combi-
nation utility is a utility which provides more than
one of the commodities or services enumerated in
this subsection. For combination utilities, the annual
operating revenue, including the requested rate
relief, for the specif ic subsidiary, department, or
operating division requesting the rate change shall
be used for classification purposes.
"W orking capital" - A proper allowance for cash,
materials and supplies and prepayments.

Filing requirements:
1. Information required from Class A, B, C and D utilities

except for electric distribution cooperatives whose "tiling
requirements are detailed in subsection (B)(3): The infor-
mation required to be prepared and submitted by Class A,
B, C and D Utilities in conjunction with a f iling is pre-
sented below. Corresponding schedule formats are con-
tained in the Appendix of  this  General Order and

denoted. These formats are not applicable to Class E util-
ities. The Appendix schedule formats A-1 through A-5
are a part of this General Order, and the Applicant's
schedules should conform to these formats. All other
Appendixschedule formats and descriptions are illustra-
tive and the applicant's specific formats may vary from
that suggested in the Appendix. The substantive informa-
tion requested, both on the Appendix schedule and in the
body of this Genera] Order, however, must be contained
on the a»pplicant's schedules together with the titles and
schedule nmnbers provided in the Appendix. Specif ic
information items requested on the Appendix schedules
may be omitted without formal waiver, from the f iling
where it is evident that said items are not applicable to the
applicant's business. The instructions and notes con-
tained on the Appendix schedules shall be followed
where applicable. Reconstruction Cost New Depreciated
information not Bled by the applicant shall be deemed
waived.

Information
Filing

Required by
Appendix Schedule

Reference(s)

A.
All classes A-1

2. All classes A-2

3 C1assesA&B A-3

4.

Surmnary Information :
1. A summary of the increase in revenue requirements and the spread of the revenue increase

by customer classification .
A summary of the results of operations for the test year and for the test year and the 2 5s-
cal yan ended prior to the end of the test year, compared with the projected year.
A summary of the capital structure for the test year and the 2 fiscal years ended prior to the
end of the test year, compared with the projected year.
Construction expenditures and gross utility plant in service for the test year and the 2 fis-
cal years ended prior to the end of the test year, compared with the projectal year.

All classes A-4

December 31, 2002 Page 5 Supp. 02-4



..»~¢~.-.....- ... ......-...-.. _
w

\ Corporation Commission - Fixed Utilities

ARIZONA CORPORATION COMMISSION
REGULATION R14-2-103

APPENDIX A.
SUMMARY SCHEDULES

Schedule: A-IARIZONA CORPORATION COMMISSION
REGULATION Rl4-2-103

APPENDIX
ILLUSTRATIVE SCHEDULE FORMAT

Title: Computation of Increase in Gross
Revenue Requirements.

Explanation:
Schedule showing computation of increase in

gross revenue requirements and spread of revenue
increase by customer classification.

All Utilities
Class A
Class B
Class C
Class D

M
II]
L I
II!
: J

Required For

Special Reqmt.: J

\

Original Cost RCND
S (a)
s (b)

%

$
$

(a)
(b)
%

$ s

1.

2.

3.

4.

5.

Adjusted Rate Base
Adjusted Operating Income
Current Rate of Return
Required Operating Income
Required Rate of Return

%

%

S

(C)
6.

7.

8.

Operating Income Deficiency (4 - 2)
Gross Revenue Conversion Factor
Increase in Gross Revenue Requirements (6 x7) s

Customer Classification
Residential

Protected Revenue Increase Due to Rates

s

% Dollar Increase
%

(d)

s %

Note: For combination utilities, the above information should be presented in total and by department.

Supporting Sch8d\1l8sz
(H) B-1 (¢) C-3

(b) C-1 (d) H-1

December 31, 2002 Page 11 Supp. 02-4
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ARIZONA CORPORATION COMMISSION
REGULATION Rl4-2~103 `. 'Q

1

APPENDIX B
RATE BASE SCHEDULES

Schedule: B EARIZONA CORPORATION COMMISSION
REGULATION R14-2- 103

APPENDIX
ILLUSTRATWE SCHEDULE FORMAT

Title: Summary of Original Cost and RCND
Base Elements

Explanation:
Schedule showing elements of adjusted original cost

and RCND rate bases.

4

Required For:

A11 Urilnies @ Special ReqmL II
Class A E
Class B I I I

Class c E I !
Class D I I I

RCND
Rate

Base*

1.

Original Cost
Rate

Base*
Gross Utility Plant in Service$ s

2. Less: Accumulated Depreciation

3. Net Utility Plant in Service S (a) s (b)

Less:
*»

4. Customers' Advances for Construction (C) (¢)

5. Contributions in Aid of Construction (C) (c)

Add:

6. Allowance for Working Capital (d) (d)

7. Total Rate Base
* Including pro forma adjustments

s (¢> s (S)

Note: For combination utilities, above information should be presented in total and by deponent.

Supnortinz Schedules:
( a )  B - 2 (d) B-5

(b) B~3
(C)  E-1

(e)

Recap Schedules:
A-1

;
5'

Supp. 02-4 Page 16 December 31 , 2002
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Schedule: B-2ARIZONA CORPORATION COMMISSION
REGULATION R14-2_103

APPENDIX
1u,usTRATrvE SCHEDULE FORMAT

Title: Original Cost Rate Base Pro forma
Adjustments

Explanation:
Schedule showing pro forma adjustments to gross plant

in service and accumulated depreciation for the original cost
rate base.

All Utilities
Class A
Class B
Class C
Class D

9:1
Required For

Special Reqmt. II]

Actual
at End of
Test Year

fa)

Adjusted
at End of
Test Year

a n

1. Gross Utility Plant in Service s

Pro forma Adiustmems
A B z

s $ s s

2. Less: Accumulated Depreciation

3. Net Utility Plan: in Service s $ s $ s

All pro forma adjustments should be adequately explained on thisschedule or on attachments hereto.

Note: For combination utilities, above information should be presented in total and by department.

Suvportine Schedules:
(a> E- 1 (b)

Recap Schedules:
B-1

December 31, 2002 Page 17 Supp. 02-4
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Schedule: B-3ARIZONA CORPORATION COMMISSION
REGULATION R14-2-103

APPENDIX
ILLUSTRATIVE SCHEDULE FORMAT

Title: RCND Rate Base Pro forma
Adjustments

Explanation:
Schedule showing pro forma adjustments to gross plant

in service and accumulated depreciation for the RCN rate
base. ,

All Utilities
Class A
Class B
Class C
Class D

131
EL
I:I

Required For

Spec ial  Reqmt.  E

Actual
at End of
Test Year

(a)

Adjusted
at End of
Test Year

rm

1. Gross Utility Plant in Service s
A

$

Pro forma Adiustznents
B z

s s s

2. Less: Accumulated Depreciation

3. Net Utility Plant in Service s s s s s

All pro forma adjustments should be adequately explained on this schedule or on anachmcnts hereto.

Note: For combination utilities, above information should be presented in total and by depautxnent.

Supporting Schedules:
<a) B-4 (b)

Recap Schedu\es:
B- 1

I

Supp. 02-4 Page 18 December 31 , 2002
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ARIZONA CORPORATION COMMISSION
REGULATION R14-2-l03

APPENDIX
ILLUSTRATIVE SCHEDULE FORMAT

Schedule: B-4

Title: RCND by Major Plant Accounts

Explanation :
Schedule showing the determination of Reproduction

Cost New Less Depreciation at end of Test Period.

All Utilities
Class A
Class B
Class C
Class D

ET

[=1
I:!

Required For:

Spec ial  Reqmt .  E

Plant
Account Description RCN

Condition
Percent RCND

Total (a)

Note: For combination utilities, above information should be presented in total and by department.

Supporting Schedules:
RCND Study a)

Recap Schedules:
B-3

December 31, 2002 Page 19 Supp. 02-4
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ARIZONA CORPORATION COMMISSION
REGULATION R14-2-103

APPENDIX
ILLUSTRATIVE SCHEDULE FORMAT

Schedule: B-5

Title: Computation ofWo'rkimz Capital

Explanation:
Schedule showing computation of  worldng capital

allowance.

All Utilities
Class A
Class B
Class C
Class D

18:1
:pa
: J
: J
L :

Required For:

Spec ial  ReqmL E

Amount

1. Cash working capital s

2. Materials and Supplies Inventories (8)

3. Prepayments (a)

4. Total Worldng Capital Allowance S (b )

NOTES2
1. Adequate detail should be provided to determine the bases for the above computations.

2. Adjusted test year operating expenses should be used in computing cash working capital requirements.

3. Combination utilities should compute working capital allowances for each department.

Supporting Schedules:
ca) E-1 b)

Recap Schedules:
B-I

Supp. 02-4 Page 20 December 31 , 2002
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EXHIBIT

1

2 WILLIAM A. MUNDELL
CHAIRMAN

3 JIM IRVIN
COMMISSIONER

4 MARC SPITZER
COMMISSIONER Ali

5

6
DOCKET no. W-01303A-01-0983

65453
DECISION NO.

7

IN THE MATTER OF THE APPLICATION OF
ARIZONA-AMERICAN WATER compA1~ry,
INC. FOR A LIMITED WAIVER OF THE
REQUIREMENTS OF A.A.C. R14-2-801, ET SEQ.,
AND CERTAIN RELATED RELIEF. OPINION AND ORDER

8

9 DATE OF HEARING:

10
PLACE OF HEARING:

August 8, 2002

Phoenix, Arizona

Teena Wolfe
11

ADMINISTRATWE LAW JUDGE:

12 APPEARANCES: Mr.  Norman D.  James and Mr.  Jay L .  Shap iro ,
FENNEMORE CRAIG, on behalf  o f  Appl icant
Arizona-American Water Company, and

13

14
Ms. Janet Wagner, Attorney, Legal Division, on behalf
of the Utilities Division of the Arizona Corporation
Commission. "

15

BY THE COMMISSION:
16

On December 17, 2001, Arizona-American Water Company, an Arizona corporation
17

("Arizona-Arnerican"), tiled an application with the Arizona Corporation Commission
18

19

20

21

22

* n
L J

24

25

26

("Commission") requesting a Commission declaration that the Cornmission's Public Utility Holding

Companies and Afmaaréa kiterests Rules, A.A.C. R14-2-801, Er seq. ("Affiliated Interests Rules") do

not apply to the transaction described in the application, or alternatively, requesting a limited waiver

of the requirements of the Affiliated Interests Rules, solely with respect to the described transaction

("Application"). The transaction described in the Application consists of the proposed merger of

Arizona-Amen'can's parent, American Water Works Company, Inc., a Delaware corporation

("American Water Works") with a subsidiary of RWE AG ("RWE"), a company organized under the

laws of the Federal Republic; Of Germany. The described transaction includes the acquisition of

American Water Works' outstanding shares of stock.
27

On January 15, 2002, at the request of the Commission's Utilities Division Staff ("Staff"), the
28 1 - u ;

u -

S:\Hearing\TWo\fc\AII1'illntWuivers\ArizonaAmericanord.doc 1



l DLCKET NO. w-01303A_01_0983
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2

3

4

5

6

7

8

9

10

11

l Commission suspended the Application for a period of 120 days.

On April 22, 2002, Arizona-American filed an amendment to the Application to include a

Notice of Intent to Reorganize, pursuant to Section 803(A) of the Affiliated Interests Rules. By:lts

Application and subsequent amendment, Arizona-American requests either: l) a declaration that the

Commission lacks jurisdiction over the transaction; or 2) a waiver from the Affiliated Interests Rules

with respect to the proposed transaction pursuant to A.A.C. R14-2-806, or 3) approval of the

transaction as a reorganization of a holding company pursuant to A.A.C. R14-2-803 .

On May 10, 2002, Staff requested that a hearing be held on this matter. Arizona-American

consented to the procedural dates proposed by Staff, and by Procedural Order dated May 14, 2002,

this matter was set for hearing.

Arizona-American provided public notice of the hearing as required by the May 14, 2002

12 . Procedural Order. No requests for intervention were received.

13

14

15

16

17

A public hearing was held as scheduled on August 8, 2002, before a duly authorized

Administrative Law Judge of the Commission. Arizona-American and Staff appeared through

counsel and presented evidence. No members of the public appeared to provide public comment.

Following the hearing, on September 6, 2002, Arizona-American and Staff submitted closing briefs,

and the matter was taken under advisement.

18 DISCUSSION

19 A. The Proposed Tr.ans_action

The transaction underlying Arizona-Ame1rican's Application is an agreement by American

21 Water Works with RWE and Thames Water Aqua Holdings GmbH, a wholly-owned subsidiary of

20

22

23

24

RWE ("Thames Holdings"). Pursuant to the agreement, all of American Water Works' issued and

outstanding common stock will be acquired by Thames Water Aqua U.S. Holdings, a recently formed

Delaware corporation and a wholly-owned subsidiary of Thames Holdings. Thames Water Aqua

25 U.S. Holdings will be an American holding company, serving as a single "umbrella" company under

26 which RWE plans to place of] of its nieiican water and wastewater assets. The acquisition of

27
I

28
1 Arizona-AmeNcan states that its amendment of the Application to include the Notice of Reorganization should not be
construed as a waiver of its right to seek alternative relief, as may be appropriate.
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1

2

3

4

5

6

American Water Works' common stock will be accomplished by means of a merger in which Apollo

Acquisition Company, also a Delaware corporation controlled by Thames Holdings, will be merged

with and into American Water Works, with American Water Works surviving the merger as a Wholly

owned subsidiary of Thames Water Aqua U.S. Holdings. In conjunction with the merger, Thames

Water Aqua U.S. Holdings will purchase all of the issued and outstanding shares of American Water

Works' common stock at $46.00 per share. Shareholder approval was obtained at a special meeting

8
i s

9

10

11

7 on January 17, 2002.

RWE, Germany's fifth largest industrial group, an international multi~utility service

provider with its core businesses in electricity, water, gas, waste management and other utility-related

services.2 Thames Holdings serves as a holding company for the water and wastewater operations

under the RWE corporate umbrella. As stated above, Thames Water Aqua U.S. Holdings has been

12 :formed asthe holding company for all of the water and wastewater operations in the United States.

13 RWE has delegated the management of its various water operations worldwide to Thames Water

14 PLC ("Thalnes Water"), a corporation organized under the laws _of England and Wales and

15

16

17

18

19

20

21

headquartered in London, which will be a sister affiliate of Thames Water Aqua U.S. Holdings.

Thames Water is presently the third largest private water company in the world.3

Following the completion of the proposed transaction, American Water Works' shares of

common stock would no longer be publicly traded, but would be held by Thames Water Aqua U.S.

Holdings. American Water Works would remain in existence and become responsible for managing

the Americas region (North and South America) of Thames Water, and would continue to be

headquartered in Voorhees, New Jersey. Arizona-American would continue to be a wholly-owned

22 subsidiary of American Water Works.

Arizona-American asserts that as a result of the proposed transaction, Arizona-AmeNcan's

24 local and regional management will not change, there will be no reduction in Arizona-American's

23

25

26

27

28

2 RWE has a business presence iN more than 1,20 countries on six continents. RWE and its subsidiaries employ some
170,000 people, more than one-third of whom work outside_ of Germany, including more than 16,000 employees in the
United States. "
3 Thames Water provides drinking water and wastewater treatment services to over 43 million people worldwide,
including 12 million people in and around the City of London. In the United States, Thames Water has 880 employees-
staffing operations or offices in Houston, Pittsburgh, Cincinnati, Westfield, New Jersey, and Puerto Rico.

q
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I local staffing, there will be no changes in Arizona-American's rates and charges for service, and

2 Arizona-Amerfcan's capital structure will not change. Arizona-American's witness testified that

3

4

5

6

7

8

9

10

there will be no request to recover any acquisition premium or any other costs associated with the

proposed transaction, and that the proposed transaction will not cause any additional layer of

management overhead to be allocated to Arizona-American. In addition, Arizona-American asserts

that there will not be any cross-subsidization of any affiliates, and any transactions between Arizona-

American and any "ali*iliate," as such term is defined in A.A.C. Rl4~2-801, will continue to be

subject to the Affiliated Interests Rules and other regulatory requirements of the Commission.

Arizona-American believes that the proposed transaction is likely to generate benefits for

Arizona-American and its utility customers. Arizona-American states that in addition to potential

reductions M the cost of capital, Thames Water's extensive experience in managing water and

12 .~ wastewater operations throughout the world, when combined wide the existing expertise of American

13

14

15

16

17

18

19

20

Water Works' management, should enhance the quality of service provided to Arizona-American

utility customers. Arizona-American states in support of this assertion that Thames Water, which

manages water operations on six continents, has considerable experience in operating water systems

in regions where security has been a significant concern for decades, and that Thames Water has an

outstanding track record in terms of the quality of utility service it provides. Arizona-American

claims that American Water Works and its subsidiaries, including Arizona-American, will benefit by

becoming a part of an organization with significant expertise, greater access to capital, and greater

economies of scale.

21 B. Conditions Proposed by Staff

22 Staff has recommended approval of the transaction pursuant to A.A.C. R14-2~803, subject to
an n

23 the following ft&een conditions:

24

25
#1 Arizona-American shall not seek recovery of any excess of cost over book value

paid pursuant to the reorganization at any time in the future from this Commission.

26
#2

27

Arizona-American shall not see lg recovery of any costs associated with the
reorganization, including internal corporate costs, in any future Arizona rate
proceeding.

28
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1
#3

2

*1
.D

Arizona-American and its affiliates shall provide their books and records, upon
request, in the Phoenix metropolitan area. Arizona-American and its affiliates
shall also provide access to their books and records where such documents are
maintained. 1

9

4 #4

5

Arizona-AmeNcan shall not adjust any existing account amounts as a result of the
reorganization. Arizona-American may make normal accounting adjustments that
would have occurred absent the reorganization.

6
#5

7

8

In future rate proceedings filed after the effective date of the reorganization,
Arizona-American shall have the burden of demonstrating that any cost overhead
allocations and direct charges resulting from the reorganization including, but not
limited to, the addition of layers of management, are reasonable and provide a net
benefit to Arizona-A1nenlcan and/or its customers.

9

10 #6 Arizona-American shall not allow the reorganization to diminish local (Arizona)
staffing that would result in service degradation.

11
#7

12.:

13

Arizona-American shall not allow its quality of service to diminish, the number of
service complaints should not increase, the response time to service complaints
should not increase, and service interruptions should not increase as a result of the
reorganization.

14
#8

15
Arizona-American shall continue to maintain its business headquarters in Arizona
and fully operational local (Arizona) field offices, as appropriate to maintain the
quality of its service. .

16

17
#9

18

19
I

20

If Arizona-American ever plans to share with affiliates, or other entities, any
information made available to Arizona-American solely by virtue of  the
company/customer relationship, such as billing information and services received
by a customer, it shall notify the Commission at least 180 days in advance. Such
notice.shall, at a minimum, identify the intended use of the information. Arizona-
American shall also, at the time of the filing of the 180-day notice, file a tariff
setting forth appropriate customer notification procedures to inform customers
about the sharing.21

22 #10

23

24

25

26 #11

27

If Arizona-American ever shares any customer information with affiliates, or other
entities, it shill maintain accurate records of revenues earned as a result and make
those records available to Staff upon request with ten days' notice. For the
purposes of this condition and Condition Nine above, customer information that is
prohibited from disclosure does not include a customer's name, address or service
location, and telephone number.

Arizona-IAmerican shall not use any utility plant or other property, that is used or
necessary for the provision of futility service, for any unregulated activity unless
Arizona-American maintains appropriate books and record of account detailing the
nature of such unregulated activity and providing appropriate allocations between

28
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1

2

3

activities relating to Arizona-Arnerican's provision of utility service and the
unregulated activity. Arizona-American's books and records concerning all
unregulated activities shall be subject to the Cornrnission's review and shall be
made available in the Phoenix metropolitan area or, at the CommissionS request,
where the records are maintained, on ten days' notice.

a . 4

4 #12

5

6

7

8

9

Arizona-American shall maintain a minimum common equity ratio of 35 percent
of total capital. Arizona-American's total capital is defined as common equity,
preferred equity, and long-term debt. Arizona-American shall not make
remittances or pay dividends to American Water Works unless Arizona-
American's common equity is at least 35 percent of total capital. If Arizona-
Arnerican's common equity falls to 30 percent of total capital, American Water
Works shall provide a cash infusion of equity suff icient to bring Arizona-
American's common equity ratio back to a minimum of 35 percent of total capital.
Arizona-American shall not be prohibited from requesting that the foregoing
equity percentages be decreased based on changes to capital markets or other
conditions that make it prudent to alter Arizona-American's capital structure.10

11 #13

12.

The cost of debt issued alter the closing date of the reorganization, for purposes of
setting rates in A.tizona-Arnenlcan's rate proceedings, Filed within ten years from
the effective date of the reorganization, shall reflect a rating of A- (S&P) / Baal
(Moody's) or higher.

13

14 #14

15

16

Arizona-American and its affiliates agree that in future Commission proceedings,
they shall not seek a higher cost of capital than 'that which Arizona~Arnerican
would have been authorized as a stand-alone entity. Specifically, no capital
Financing costs (either debt or equity) should increase by virtue of  the
reorganization.

17
#15

18

19

Arizona-American shall remain from filing any non-emergency rate increase
requests for one year from the closing date of the reorganization, however,
Arizona-American may tile rate increase requests prior to the reorganization's
closing date, and any such requests shall not be subj act to the Gonditions set forth
herein.

20
c.

21
Conditions in Dispute

22
Arizona-American and Staff  both stated at the hearing that the f if teen conditions

recommended by Staff, that are set forth above, are the result of attempts by Arizona-American and
23

24

25

26

Staff to resolve the parties' differences regarding the necessity of conditions on Commission approval

of the proposed transaction. The parties are not in complete agreement on the language of Staff"s

recommended Conditions Five and EAgl11,-and are in substantial disagreement on the substance of

Conditions Three and Thirteen. Arizona-American believes that Staffs recommended Conditions
Z7

Three and Thirteen are unnecessary.
28
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1 1. Condition Three

2 In lieu of the Condition Three proposed by Staff, Arizona-American proposes a Condition

3 Three as follows: n
|

\

4 9 "

4

5

6

7

(Arizona-Arnerican)
Three. Arizona-Arnerican and its affiliates will comply with R14-2-801, et seq.,

pertaining to affiliated interests, or seek Commission authorization for any
waivers thereof including the provisions of R14-2-804 relating to the
transaction of business with and access to the books and records of any
affiliate, including the production of records at Arizona-ArneNcan's local
business headquarters and elsewhere.

8

9 For purposes of comparison, Staffs proposed Condition Three is as follows :

10 (staff)
Three.

l l

12.~.

Arizona-American and its affiliates shall provide their books and records, upon
request, in the Phoenix metropolitan area. Arizona-American and its affiliates
shall also provide access to their books and records where such documents are
maintained.

13

14

15

16

17

18

19

20

21

Arizona-American believes that the language Staff proposes for Condition Three goes beyond

what is already required under the Affiliated Interests Rules. Arizona;Arnerican believes there is no

reason to grant Staffcarte blanche to examine the books and records of all RWE affiliates throughout

the world, without regard to whether that affiliate has business dealings with Arizona-American.

Arizona-American states that it is already prohibited, by A.A.C. R14-2-804(B), from transacting any

business with an affiliate "unless the affiliate agrees to provide the Commission access to the books

and records of the affiliate to the degree required to fully audit, examine or*6therwise investigate

transactions between the public utility and the affiliate" Arizona-American believes that the

Commission may only regulate transactions between public utilities and their affiliates.

Staff argues that Arizona-American's proposal is not sufficient because it does not cover the

23 other possible situations in which Staff may need access to the books and records of one of the

22

26

27

24 Company's affiliates. Staff believes that there might be a need to look at the books and records of an

25 affiliate that doesn't do business..directly= with Arizona-American, because Staff might perceive that

the affiliate is causing costs to fall unfairly on Ari ona-American's ratepayers .

We believe that, without provision of affiliate books and records to the Commission for

28
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1

2

3

4

5 The

6

7

8

9

10

11

review, upon request, the Commission has no means of verifying whether transactions between a

regulated public utility and its affiliate have occurred, and of thereby assessing possible raternaldng

effects. The public interest requires that the Commission have access to such information. As Staff

points out, Arizona-A1nerican's proposed Condition Three fails to recognize that the Cornrnission's

ratemaldng authority extends beyond the requirements of the Affiliated Interests Rules.

Commission's constitutional ratemaldng authority allows it to obtain information about a public

service corporation's affiliates in order to be prepared to take action to prevent any negative

consequences of intercompany transactions significantly affecting a public service corporation's

structure or capitalization. This authority includes requiring access to a utility affiliate's books and

records when such access is necessary for effective ratemaking. As a condition of approval of the

proposed transaction, Arizona-American should be required to abide by Condition Three as proposed

12 by Staff

13
2. Condition Five

14
Staff proposes Condition Five as follows:

< 1

15

Five.
16

17

In future rate proceedings filed after the effective date of the reorganization,
Arizona-American shall have the burden of demonstrating that any cost overhead
allocations and direct charges resulting Horn the reorganization including, but not
limited to, the addition of layers of management, are reasonable and provide a net
benefit to Arizona-American and/or its customers.18

19

20

Arizona-American has stated that it is willing to accept Condition Five based on its

understanding that the term "net" is intended to indicate only that Arizona-American must benefit in

some respect from the service being provided, without a quantifiable dollar amount being associated21

27 with the benefit. Staff believes, however, that the crucial question is whether the cost of a transaction

73 is reasonable in relation to the benefit to Arizona-American and its customers. Staff believes that the

24 term "net" implies a comparison, though not necessarily a numerical one. Both Arizona-American

25 and Staff agree that a benefit must be shown. We believe that in the future rate proceedings referred

26 to in this condition, in order for"-Aiizona=American to recover any cost overhead allocations and

77 direct charges resulting from the reorganization, Arizona-American should have the burden of

78 demonstrating that such costs are reasonable in relation to the benefits conferred on Arizona-
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1 American and its customers. We find that no change to the language recommended by Staff is

2 required.

3 3. Condition El?-zllt 4

A

.v

4
Staff proposes Condition Eight as follows:

5
Eight.

6

Arizona-American shall continue to maintain its business headquarters in Arizona
and fully operational local (Arizona) field oNces, as appropriate to maintain the
quality of its service.

7

8
Arizona-AMerican proposed at the hearing that a second sentence be added to Condition

Eight, as follows: "I-Iowever, Arizona-American is not precluded from rnaldng local operational
9

10
changes in connection with integrating the water and wastewater systems acquired from Citizens

Communications and any future acquisitions into Arizona-Amer'ican's local operations." Staff stated
11

at the hearing that elimination of the second sentence did not affect the meaning of Condition Eight.
12 r _

' Arizona-American believes that Staffs testimony at the hearing clarified that the second sentence is
13

14
not necessary to allow Arizona-American to make operational changes in connection with integrating

the water and wastewater systems acquired from Citizens earlier this year, or other operational
15

16

17

18

changes that relate to the provision of local services and are unconnected to the reorganization.

Arizona-American states that it can agree to Condition Eight, based on Staff" s testimony. We agree

that the language of the first sentence does not preclude At'izona-American from making such

changes, and will adopt the language of Condition Eight as recommended by Staff.
19

20
4. Condition Thirteen

21 Staff proposes Condition Thirteen as follows:

22

'7'1AJ

Thirteen. The cost of debt issued after the closing date of the reorganization, for purposes of
setting rates in Arizona-American's rate proceedings, filed within ten years from
the effective date of the reorganization, shall reflect a rating of A- (s&pl / Baal
(Moody's) or higher.

24

25
Arizona-American proposes that Condition Thirteen remain in effect for a period of three

years, as opposed to the ten yea;p'eiiod,;ptoposed by Staff.
26

27
Arizona-American objects to this condition because credit ratings involve subjective

28
determinations made by investMent services. Arizona-American states that its credit rating may be_

9 DECTSION NO. 65453
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l affected by changes in regulatory requirements or other factors affecting the water utility industry or

2 the economy generally, regardless of the business activities of RWE or its subsidiaries. Arizona-

American therefore believes that Arizona-Arnerican should not be required to guarantee a rninirnurn

4 debt cost. In addition, Arizona-American states that Condition 13 could weaken it financially and

'a
.J

5

6

7

lead to more frequent rate increase applications to maintain cash flows and debt service coverages.

Further, Arizona-Arnen'can believes that its acceptance of Condition Fourteen eliminates the

possibility that an adverse credit rating will cause Arizona-Arnerican's cost of debt in a future rate

proceeding to exceed the market cost of debt for a business organization comparable to Arizona-

9 American. 4

8

10 Staff states that although Arizona-American has suggested that the proposed transaction may

11 benefit Arizona-American by lowering its cost of capital, such a heneit cannot be quantified and may

12 | not materialize, so Staff proposed Condition Thirteen to address the issue.

13

Staff agues that

Condition 13 is necessary to protect ratepayers from the potential of increased rates due to any

14

15

16

17

18

19

20

21

22

possible downgrading in Arizona-American or its affiliates' bond ratings, and that its proposed ten-

year protection period is a relevant time frame that provides better protection to Arizona ratepayers

than Arizona-Arnerican's proposal of three years.

While we agree with Staff that the ratepayers should be protected from possible rate increase

that may result from a possible downgrade of Arizona-American or its affiliates, we also recognize

the subjective nature of determinations made by investment services and the possibility that the entire

industry may suffer from a poor economy and/or volatile nature of today's capital markets. Further,

we also recognize that Arizona-American could be subject to possible credit downgrade absent this

merger, and that no protection for ratepayers currently exits to offset this possibility.

Based on the above, we find that Arizona-Arnerican's proposal to guarantee its credit rating

24 for three years from the effective date of the reorganization is reasonable and shall adopt it for

23

25 purposes of Condition 13.

26
4 Staff proposes Condition Fourteen as follows: . .

27

28

Fourteen. Arizona-American and its affiliates agree that in future Commission proceedings, they shall not
seek a higher cost of capital than that which Arizona-American would have been authorized as a stand-
alone entity. Specifically, no capital financing costs (either debt or equity) should increase by virtue of the
reorganization.
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l D. Rate Increase Moratorium

Condition 15 proposed by Staff would require Arizona-Arnerican to refrain from filing any

3 non-emergency rate increase requests for one year from the closing date of the reorganization We

4 believe that increasing this moratorium from one year to three years is appropriate, as it Could

5 provide increased protection to Arizona-American's ratepayers. We will therefore amend Condition

6 15 as proposed by Staff to require that Arizona-American refrain from filing any non-emergency rate

7 increase requests for three years from the closing date of the reorganization.

2

8 E. Conclusion

Staff and Arizona-American agree that as a result of the proposed transaction, Arizona-

10 American may benefit from the lower cost of capital that RWE enjoys as compared to that of

l l Arizonal 4merican's affiliate, American Water Capital Corp., which currently provides debt capital to

9

12 .._-Arizona-American through its parent, American Water Works. Because RWE's credit ratings are

13 superior to those of American Water Capital Corp. at the present time, and RWE has a substantially

14 larger market capitalization than that available to Arizona American through American Water Works

15 and American Water Capital Corp., RWE currently has greater equity and debt financing capability

16 than American Water Works and American Water Capital Corp .

Precise quantification of benefits to Arizona-American resulting from RWE's lower cost of

18 capital is difficult, however, due to factors such as the maturity dates of existing debt, uncertainty

in concerning future levels of capital expenditures and associated financing requir_en1ents, and changes

17

20 in interest rates and potential future changes in credit ratings. Utility rates can be impacted by

21 holding company structure and capitalization, and we believe that utility ratepayers should not be

22

"7'2/.4 T T___,4 Arm no Al... fs
LJ  11461 ofauuuxg

required to bear the burden of financial risk resulting from holding company diversification.

Curr L,._ "'L_ _,__1 :'.»:L__ 1'.' 11
.

' .oLa11 lldb piupuscu 11lLeer1 COHGIUOIIS tar it recommends we place upon our+L$-
Li l lb, i

24 approval of the transaction. Staff believes its proposed conditions will provide Arizona-American's

25 ratepayers with protection from the possible adverse effects of the reorganization. Arizona-American

26 disagrees with certain of those cbnditioHs=IWe believe, however, that the public interest requires that

27 the Commission apply the Affiliated Interests Rtiles in a manner that will maximize protection to

28 ratepayers, and for the reasons stated above, we believe that approval of the transaction proposed in?
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2

1 the application should be made subj act to the conditions as proposed by Staff and as amended herein.

* * * * * * * * *

Having considered the entire record herein and being fully advised in the premises, the

*

q
.>

4 Commission kinds, concludes, and orders that:

5 FINDINGS OF FACT

6 1. Arizona-American is an Arizona corporation that has provided water utility service in

7
portions of the Town of Paradise Valley, the City of Scottsdale and certain unincorporated portions of

8
Maricopa County for many years.5

9

2. A11 of Arizona-American's common stock was purchased by American Water Works
10

11 in the 1ate.1960s. Since that time, Arizona-American has been a wholly-owned subsidiary of

12 American Water Works.

13 3. American Water Works is a Delaware corporation with headquarters located in

14 Voorhees, New Jersey. American Water Works is a publicly-traded company, whose shares of

15
common stock are traded on the New York Stock Exchange.6

16
4. In January 2002, Arizona-American completed the acquisition of the water and

17

18 wastewater utility systems and assets of Citizens Communications Company in Arizona. As a result

19 of that transaction, approved by the Commission in Decision No. 63584 (April 4, 2001), Aiizona-

20 American currently provides water and wastewater service to approximately 140,000 customers in

21 Arizona. Consequently, Arizona-American is a Class A water utility, and is subject to the

'7 . . .
-2 Commlsslon's Affiliated Interests Rules.

av

23
n

cJ . On September 16, 2001, American Water Works entered an agreement with RWE to
24

merge with one of R 's subsidiaries. On January 17, 2002, at a special meeting, American Water
25

26 J Arizona-American was originally named Paradise Valley Water Company. The Company's
Arizona-American Water Company in January 2000. .

name was changed to

27

28
6 At present, there are approximately 100 million shares of American Water Works common stock issued and outstanding.
American Water Works has more than 60 subsidiaries (both regulated and unregulated), which collectively have Er*
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1 Works' shareholders approved Thames Water Aqua U.S. Holdings' purchase of all of the issued and

2 outstanding shares of American Water Works' common stock at $46.00 per share, in conjunction
'a
.J with the merger.

4
52

6. On December 17, 2001, Arizona-American f i led the Application with the

5 . .
Comnusslon.

6
7. On January 15, 2002, at the request of Staff the Commission issued Decision No.

7

8
64362, which suspended the Application for a period of 120 days.

9
8. On April 22, 2002, Arizona~Amen'can filed an amendment to the Application that

10 contained the information required for a notice of intent to reorganize pursuant to A.A.C. R14_2-

11 803(A)..8¥ its Application and the subsequent amendment, Arizona-American requests either:
1) a

12 .declaration that the Commission lacks jurisdiction over the transaction, or 2) a waiver Nom the

13

14

Affiliated Interests Rules with respect to the proposed transaction pursuant to A.A.C. R14-2-806, or

15
3) approval of the transaction as a reorganization of a holding company pursuant to A.A.C. R14~2-

803 .
16

17 9. On May 10, 2002, Staff filed a Request for Procedural Order, requesting that deadlines

18 be established for the filing of written testimony, the commencement of the hearing and certain other

19 procedural matters. Arizona-American consented to the dates proposed by Staff.

20
10. The Commission issued a Procedural Order on May 14, 2002, setting this matter for

21
hearing on August 8, 2002, and establishing the agreed-upon procedural deadlines.

22
11. On July 11, 2OQZ, Arizona-American caused public notice of the hearing to be

28

94 published in The Arizona Republic, a newspaper of general circulation within the State of Arizona.

25 12. The Commission received no intervention requests.

26 13. A public hearihg-ivvas°P1eIé_é)n the Application on August 8, 2002. Arizona-American

27 nw

28 business presence in 27 states and 3 Canadian provinces.

13
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1 and Staff appeared through counsel and presented evidence. No persons appeared to provide public

2 comment at the hearing.

3 14. Written public comments that advocated a thorough review of the application were
_1

4 filed in the docket on September 3, 2002.

5 15. The parties filed closing briefs on September 6, 2002.

6
16. The transaction described in the discussion above would result in a holding company

7
structure that can be summarized as fo11c>ws:

8

9

10

11

12 r

13

14

15

16

RWE AG, a company organized under the laws of the Federal Republic of Germany

l
Thames Water Aqua Holdings GmbH, a holding company

organized under the laws of the Federal Republic of Germany
(wholly-owned by RWE AG)

i
Thames Water Aqua U.S. Holdings, a Delaware Corporation

(wholly-owned by Thames Water Aqua Holdings GmbH)

. L
American Water Works Company, Inc., a Delaware _Corporation

(who1ly~owned by Thames Water Aqua U.S. Holdings)

i
Arizona-American Water Company, Inc., an Arizona Corporation

(wholly-owned by American Water Works Company, Inc.)
17

18 17. American Water Capital Corp. ("AWCC"), another American Water Works

19 subsidiary, currently provides debt capital and financial management services to American Water

20 Works and its utility subsidiaries, including Arizona-American.

21
18. Both Staff and Arizona-American agree that Arizona-American may benefit from the

22

23
lower cost of capital that RWE_enjoys as compared to AWCC. RWE's credit ratings are superior to

24
those of AWCC at the present time, and RWE has a substantially larger market capitalization than

25 that available to Arizona-American through American Water Works and AWCC. RWE therefore has

26 greater equity and debt financirrgcapabilify -than American Water Works and AWCC. RWE also has

27 access to the European capital market as well as tHe United States domestic market.

28

14
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1
19. Precise quantification of benefits to Arizona-American resulting from RWE's lower

2 cost of capital is difficult, due to factors such as the maturity dates of existing debt, uncertainty

3 concerning future levels of capital expenditures and associated financing requirements, and changes

4 in interest rates and potential future changes in credit ratings.
;

5
to. The credit rating of a parent company can positively impact the cost of capital of a

6

7

utility affiliate, but it can also negatively impact it. If RWE's ratings were to fall in the future, the

8
positive benefits that Arizona-American anticipates could fail to materialize and be replaced by

9 negative ones.

10 21. Staff recommends that the Commission condition the approval of this transaction upon

11 the f0110lwing fifteen conditions:

12 .:

13 #l Arizona-American shall not seek recovery of any excess of cost over book value
paid pursuant_to the reorganization at any time in the future from this Commission.

14
#2

15
Arizona-American shall not seek recovery of any costs associated with the
reorganization, including internal corporate costs, in any future Arizona rate
proceeding.

16

17 #3

18

Arizona-American and its affiliates shall provide their books and records, upon
request, in the Phoenix metropolitan area. Arizona-American and its affiliates
shall also provide access to their books and records where such documents are
maintained.

19

20
#4

21

Arizona-American shall not adjust any existing account amounts as a result of the
reorganization. Arizona-American may make normal accounting adjustments that
would have occurred absent the reorganization.

22 #5

23

24

In future rate proceedings filed after the effective date of the reorganization,
Arizona-American shall have the burden of demonstrating that any cost overhead
allocations and direct charges resulting from the reorganization including, but not
limited to, the addition of layers of management, are reasonable and provide a net
benefit to Arizona~American and/or its customers.

25
#6 to diminish local (Arizona)

26
Arizona-Arnerigan shall .not allow the. reorganization
staffing that Would re§u1lf in service degradation.

27 #7

28

Arizona-American shall not allow its quality of service to diminish, the number of
service complaints should not increase, the response time to service complaints_

15 DECISION NO. 65453
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1
should not increase, and service interruptions should not increase as a result of the
reorganization.

2
#8

3

Arizona-Amenlcan shall continue to maintain its business headquarters in Arizona
and i9.i1ly operational local (Arizona) field offices, as appropriate to maintain the
quality of its service. .-r

4

5
#9

6

7

8

If Arizona-American ever plans to share with affiliates, or other entities, any
information made available to Arizona-American solely by virtue of  the
company/customer relationship, such as billing information and services received
by a customer, it shall notify the Commission at least 180 days in advance. Such
notice shall, at a minimum, identify the intended use of the information. Arizona-
AmeNcan shall also, at the time of the tiling of the 180-day notice, file a tariff
setting forth appropriate customer notification procedures to inform customers
about the sharing.

9

10 #10

11

12
ll

If Arizona-American ever shoes any customer information with affiliates, or other
entities, it shall maintain accurate records of revenues earned as a result and make
those records available to Staff upon request with ten days' notice. For the
purposes of this condition and Condition Nine above, customer information that is
prohibited from disclosure does not include a customer's name, address or service
location, and telephone number.

13

14 #11

15

16

17

18

Arizona¢American shall not use any utility plant or other property, that is used or
necessary for the provision of utility service, for any unregulated activity unless
Arizona-American maintains appropriate books and record of account detailing the
nature of such unregulated activity and providing appropriate allocations between
activities relating to Arizona-American's provision of utility service and the
unregulated activity. Arizona-Arnerican's books and records concerning all
unregulated activities shall be subject to the Cornrnission's review and shall be
made available in the Phoenix metropolitan area or, at the Comlnission's request,
where the records are maintained, on ten days' notice.

19

20
#12

21

22

23

24

25

Arizona-American shall maintain a minimum common equity ratio of 35 percent
of total capital. Arizona-American's total capital is defined as common equity,
preferred equity, and long-term debt. Arizona-American shall not make
remittances or pay dividends to American Water Works unless Arizona-
American's common equity is at least 35 percent of total capital. If Arizona-
American's c__on;mon equity falls to 30 percent of total capital, American Water
Works shall provide a cash infusion of equity suff icient to bring Arizona-
Ameiican's common equity ratio back to a minimum of 35 percent of total capital.
Arizona-American shall not be prohibited from requesting that the foregoing
equity percentages be decreased based on changes to capital markets or other
conditions that make it.prudent to alter Arizona-American's capital structure.

26 I

#13
27

The cost of debt issued after the closing date of the reorganization, for purposes of
setting rates in Arizona-American's rate proceedings, filed within ten years from

28

65453
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1
the effective date of the reorganization, shall reflect a rating of A- (S&P) / Baal
(Moody's) or higher.

2
#14

3 they shall not seek higher cost of capital than that which Arizona-American

4

Arizona-American and its affiliates agree that in future Commission proceedings,
a

would have been authorized as a stand-alone entity. Specif ical iyi éapirai
f inancing costs (either debt or equity) should increase by virtue of  the
reorganization.

5

6 #15

7

8

Arizona-American shall refrain from filing any non-emergency rate increase
requests for one year from the closing date of the reorganization, however,
Arizona-American may tile rate increase requests prior to the reorganization's
closing date, and any such requests shall not be subject to the Conditions set forth
herein.

s

9 22. Arizona-American proposes that the Commission adopt its version of Condition #3

10 and Condition # 13 as opposed to Staffs version.

11 i s . In order to provide greater protection to Arizona-American's ratepayers, we will

12 .:amend Condition 15 as proposed by Stay to require that zoner-Amedcm re&ain com filing any

14

16

13 non-emergency rate increase requests for three years from the closing date of the reorganization.

24. We find that Arizona-Amer-ican's proposal to guarantee that the cost of debt issued

15 after the closing date of the reorganization, for purposes of setting rates in Arizona-Arneirican's rate

proceedings, tiled within three years from the effective date of the reorganization, shall reflect a

rating of A- (S&P) / Baal (Moody's) or higher is reasonable, and we shall adopt it for purposes of

18 Condition 13.

17

19 25.

20

21

For the reasons set forth herein, it is in the public interest to attach the conditions as

proposed by Staff, with the amendments to Conditions 13 and 15 described in Findings of Fact Nos.

23 and 24 above, to Commission approval of the transaction proposed in the Application.

22 CONCLUSIONS OF LAW

23
iv

ll'
1 Arizona-American is a public service corporation within the meaning of Article 15,

24 Section 3 of the Arizona Constitution and Title 40 of the Arizona Revised Statutes.

The Commission has jurisdiction over the transaction proposed in the Application

26 pursuant to Article 15, Sedtioiii 3 'of 'théArizona Constitution and the Cornrnission's Affiliated

27 Interests Rules, A.A.C. R14-2-801 through -806. If

25 2.

28
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1 's
J . It is not in the public interest to grant Arizona-American's request for a waiver from

3 4.

5 5.

6 6.

8 7.

10

11

12

2 Commission review of the proposed transaction.

The public interest requires that the Commission apply the Affiliated Interests Rules in

4 a manner that will maximize protection to ratepayers.

Utility rates can be impacted by holding company structure and capitalization.

Utility ratepayers should not be required to bear the burden of nanci al risk resulting

7 from holding company diversification.

Approval of the transaction proposed in die Application would serve the public

9 interest only if conditions are imposed to provide adequate protection to ratepayers.

8. The public interest requires that the transaction proposed in the Application be

approved, subject to the conditions as recommended by Staff, set forth in Findings of Fact No. 21

above, with the amendments to Conditions 13 and 15 described in Findings of Fact Nos. 23 and 24| I

13 above.

14 ORDER

15 IT IS THEREFORE ORDERED that Arizona-American Water Company's request for a

16 waiver from Commission review of the transaction proposed in the Application, pursuant to A.A.C.

17 R14-2-806, is hereby denied.

18

19

20

21

22
N

H

23

24

25

26
\ _ . r

, » ..

27
I

n

28
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1 IT IS FURTHER ORDERED that the transaction proposed by Arizona-American Water

Company in the Application is hereby approved, as a reorganization of a holding company pursuant

3 to A.A.C. R14-2-803, subject to the conditions recommended by Staff as ser forth in Findings o; Fact

4 No. 21 above, with the amendments to Conditions 13 and 15 described in Findings of Fact Nos. 23

2

5 and 24 above.

6 IT IS FURTHER ORDERED that this Decision shall become effective immediately.

BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

(ZcH44 w
€omM1és1o1TE1=£

10 COMMISSIONER

11

12_,

13

14

IN WITNESS WHEREOF, I, BRIAN c. McNEIL, Executive
Secretary of the Arizona Corporation Commission, have
hereunto set my hand and caused the off icial seal of the
Commission to be affixed at the Capitol, in the City of Phoenix,
this /z+" - day of f le I*rJ\\t\¢/2 , 2002.

~/
15

16

17

8 c. cNE
EXECU RETARY

18 DISSENT

19 TW:m1j
20

21

22

,Lr

23

24

25

26
, )

27
, J

28
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DECISION NO. @¢ML
8

9

IN THE MATTER OF THE APPLICATION GF
ARIZONA-AMERICAN WATER COMPANY,
INC., AN ARIZONA CORPORATION, FOR
AUTHORITY TO ISSUE SHORT-TERM AND
LONG-TERM DEBT INSTRUMENTS IN
CONNECTION WITH FINANCING THE
ACQUISITION OF THE WATER AND
WASTEWATER UTILITY PLANT AND ASSETS
OF CITIZENS COMMUNICATIONS. ORDER

10

EXHIBIT

In A.-4 4 .11
Open Meeting
August 28 and 29, 2001
Phoenix, Arizona

12

BY THE COMMISSION:
13

On November 15, 2000, Arizona-American Water Company ("Arizona~American"` or "the
14

Company") filed an application with the Arizona Corporation Commission ("Cornmission")
15

requesting authority to issue short-term and long-term debt in an aggregate principal amount not to
16

exceed $1 80.0 million and to assume certain industrial development revenue bonds ("lDRBs") in the
17

amount of $10,635,000 The proposed debt will be used to finance the acquisition of the Arizona
18

water and wastewater utility plant and assets of Citizens Communications Company ("Citizens").
19

20
The assumption of the revenue bonds would also be accomplished in connection with the acquisition

of Citizens  ̀assets.
21

On December 29, 2000, Arizona-American filed an Affidavit of Publication indicating compliance
22

with the Commission's notice requirements. On May 25, 2001, the Commission's Utilities Division
23

Qtnff ("QfnFP'\ HIpH its Qt9fT R pnrw't Q 11 fl*\p mnttpr rpvnmnwonrlvnn Qnnrnval re? ha fznnlunnhnw ..,.+L,-...+~/»..-- \ .,..,..- , ...v~..w ._,..,... - -I,.,.~ ......- ItAl¢¢»\\/A, A\/\1\./AAAALA AA\ALAA& b$tJk.Il\J v¥&A vi in. u}J}JuvuL1v11 vv 1u1uuL
24

| a hearing.
25

DISCUSSION
26

Introduction
27

Arizona-American (formerly Paradise Valley Water Company) serves approximately 4,700
28
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1

2

3

customers in portions of the Town of Paradise Valley, the City of Scottsdale and certain

unincorporated areas in Maricopa County, Arizona. It has been in the utility business since 1950.

The parent of Arizona-American, American Water Works Company, Inc. ("AWW"), is the largest

4 privately-owned water utility system in the United States, providing water, wastewater and other

5

6

water resource management services to approximately 3 million customers in 23 states. Citizens

currently serves about 160,000 customers in the state of Arizona.

7 Purpose of Financing

8

9

10

11

12

13

The short-term and long-term debt requested by Arizona-American will be used for the sole

purpose of financing the acquisition of the water and wastewater utility plant and assets of Citizens in

the state of Arizona. On March 24, 2000, Citizens and Arizona-American jointly filed an application

with the Commission requesting authority to transfer the Arizona water and wastewater assets and the

Certificates of Convenience and Necessity of Citizens to Arizona-American. A hearing was held on

that application on September 27, 2000, and the Commission approved the transfer in Decision No.

14

15

63584 (April 24, 2001).

Citizens' and Arizona-American's compliance

16

17

with the Arizona Department of

Environmental Quality ("ADEQ") requirements was addressed in the sale and transfer application

proceeding. Both companies were found to be in compliance with all ADEQ requirements. ADEQ

18

19

20

21

22

indicated that Arizona-American was in total compliance and delivering water that does not exceed

any maximum contaminant level and meets the water quality standards of the Safe Drinking Water

Act. All of the Citizens water companies were either in total or substantial compliance and all were

delivering water that does not exceed any maximum contaminant level and meets the water quality

standards of the Safe Drinking Water Act. The Citizens wastewater treatment plants were in total

23 compliance with ADEQ rules.

24

25

26

27

The purchase price to be paid by Arizona-American to Citizens is $231,310,000, subject tn

adjustment at closing. The purchase price includes the assumption of IDRBs in the amount of

$10,635,000 Under the purchase agreement between Arizona-American and City,; *ns, a post~closing

adjustment to the purchase price will be made to reflect changes in Citizens' net assets occurring after

28 June 30, 1999. Arizona-American anticipates that the purchase price will increase, based Qn

S/h/phil/finance/az-american 2 Decision No. 6MOU2
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1

2

3

4

5

6

7

8

9

10

11

increased investment in new plant to support growth occurring in Citizens' service territories.

Arizona-American expects to pay approximately $71,000,000 over book value for Citizens' assets.

Although Arizona-American is requesting approval of up to $180,000,000 of long-term debt,

all the projections supplied to Staff indicate an initial issuance of $132,000,000 None of the

projections though 2005 indicate the issuance of more than a total of $134,900,000 in long-term debt.

Arizona-American currently has a capital structure consisting of approximately 53 percent

debt and 47 percent common equity. Arizona-American intends to maintain a capital structure

consisting of 60 to55 percent debt and 40 to 45 percent equity following the completion of the

Citizens' acquisition. In order to achieve this capital structure, approximately 40 percent of the

purchase price for Citizens' water and wastewater assets will be financed by an infusion of paid-in

capital provided by AWW, with the balance of the purchase price financed by a combination of short-

12 term debt and the assumption of the IDRBs. The short-term debt will then be refinanced and

13

14

15

16

converted to long-term debt within 12 months from the date of closing.

At December 31, 2000, AWW's consolidated capital structure consisted of approximately 59

percent debt, 1 percent preferred stock and 40 percent common equity. AWW also reported

consolidated net utility plant of$5.20 billion and operating revenues of $1.35 billion as of such date.

17 American Water Capital Corp.

18

19

20

The debt financing will be provided to Arizona-American by American Water Capital Corp.

("Capital Corp."), which is also a subsidiary of AWW. Capital Corp. serves as the primary funding

vehicle for all of AWW's utility subsidiaries. By combining the short and long-term debt

21 requirements of AWW's utility subsidiaries, Capital Corp. is able to issue bonds, commercial paper

22 and other securities in the public markets. This combined borrowing power should result in ,lower

23 transaction costs and increased borrowing efficiency. Capital Corp. carries strong corporate credit

24 ratings from Standard and Poorls and Moody's rating services of A- and Baal, respectively.

Arizona-American has previously entered into a Financial Services Agreement with Capital25

26 Corp.i Under this agreement, Capital Corp. will provide short and long-term loans and cash

27

28
l See Decision No. 63586 (April 24, 2001) (approving short-term debt to be provided by Capital Corp. for miscellaneous
capital projects).

3
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S/h/phil/finance/az-american



v

QCKET no. W-01303A-00-0929

1

2

management services to Arizona-American. This agreement requires Arizona-American to reduce

the balance of its short-term debt owed to Capital Corp. by the excess of any cash not required to pay

3 daily disbursements.

4 Terms of the Proposed Debt

Initially, Arizona-Arnerican will borrow up to $180.0 million from Capital Corp. on a short-

6 term basis. This debt will be unsecured and will be issued at prevailing interest rates. Arizona-

5

7

8

9

10

11

12

American expects that the short-term debt will carry an interest rate no greater than 50 basis points

over the London Interbank Offer Rate ("LlBOR"). LIBOR is the British Banker's Association

average of interbank offered rates for dollars deposited in the London market and is based on

quotations at 16 major banks. As of May 18, 2001, the one-year LIBOR rate was 4.44 percent, which

is nearly equal to the rate on U.S. Treasury bonds maturing in two years.

Within 12 months from the date of the transfer of the assets, Arizona-American will refinance

13

14

15

16

17

18

19

and replace the short-term debt with long-term debt issued through Capital Corp. Although the

precise terms of the debt have not yet been determined, Arizona-American has committed in its

application to limit the interest rate to a level no greater than 250 basis points over Treasury bonds of

similar maturities. Arizona-American expects that the long-term debt will have a maturity between 5

and 30 years, but most likely will be issued with maturities in the 7 to l0-year range, Staff indicated

that 7 and 10-year Treasury bonds currently carry interest rates between 5 percent and 5.5 percent.

Adding 250 basis points results in a range of 7.5 percent to 8.0 percent.

20 Assumption of IDRBs

21

22

23

24

25

Under the terms of the asset purchase agreement with Citizens, Arizona-American agreed to

assume a portion of Citizens' IDRBs in the amount of $10,685,000 Capital Corp. will initially be

the assuming entity. Capital Corp. will then enter into a matching loan, containing terms identical to

those of the lDRBs, with Arizona-American, at which time the debt will be reflected in the capital

structure of Arizona=American.

26 The IDRBs mature on September 1, 2028. These bonds are floating rate bonds, similar to

27 commercial paper, with the interest rate changing daily with each remarkeding of the bonds. Staff

28 indicated that the most recent rate paid by Citizens on the IDRBs was 4.25 percent.

S/h/phil/finance/az-american 4 De c is io n  No .  C  4 0 0 2
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1 Arizona-American's Abilitv to Repav the Proposed Debt

2

3

4

5

6

7

8

9

10

11

12

Staff utilized pro forma financial information and conducted an analysis of Arizona-

American's ability to repay the proposed debt following the acquisition of Citizens' water and

wastewater utility assets. Staff" s projections and analysis are based upon the assumption that the new

short-term debt issued to finance the purchase of Citizens' assets is immediately converted to long-

term debt. Another assumption adopted by Staff was Arizona-Americanls projection that the new

debt would not have principal payments until maturity.

Staffs projections show that with the proposed debt, Arizona-American would have a Times

Interest Earned Ratio ("TIER") ranging from 1.05 to 0.83 and a Debt Service Coverage ratio ("DSC")

ranging from 1.62 to 1.21, depending on the amount of debt actually issued and future raternaking

treatment of the acquisition premium that will be paid for Citizens' assets.2 Based on the company's

financial statements ending December 31, 2000, Arizona-American had a TIER of 2. 19 and a DSC of

13 3.49. As indicated by Staff, while the ratios based on the new debt issuances do not reflect robust

14

15

financial health, they indicate that Arizona-American should generate sufficient earnings and cash

flow to make principal and interest payments on its current and proposed debt.

16 Impact on Capital Structure and Cost of Capital

17

18

19

20

21

In Arizona-American's most recent rate proceeding, the Commission, in Decision No. 6183 I

(July 20, 1999), used a capital structure consisting of 45.0 percent long~term debt with a cost of 7.3

percent, and 55.0 percent common equity at a cost of 1 1.0 percent, resulting in a weighted cost of

capital of 9.3 percent. Staff evaluated the impact of the proposed debt issuance of approximately

$132,000,000 and the assumption of 3100635,000 of Citizens' IDRBs on Arizona-American's capital

22 structure. Staff" s pro forma capital structure for Arizona-American consists of 59.4 percent long-

23 term debt at a cost of 7.4 percent, and 40.6 percent common equity at a cost of 11.0 percent, resulting

24 in a weighted cost of capital of 8.9 percent. This pro forma capital structure reflects the assumption

25

26

that AWW would invest additional paid-in capital (equity) of approximately $92.5 million, which

would constitute an increase in equity of approximately $0.70 for every dollar of new debt issued.

27

28

If the Company assumes Citizens' IDRBs and issues $132,457,390 of acquisition debt, the projected TIER and DSC are
.95 and 1.62, respectively. If the Company is allowed to issue $180,000,000 in long-term debt, the projected TIER and
DSC are .83 and 1.21, respectively.

S/h/phil/finance/az-american 5 Decision No. 64002
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2

3

4

5

6

7

8

9

Staff expressed concern that if the entire $l80.0 million of debt is issued, the percentage of

debt in Arizona-American's capital structure would increase to more than 65 percent, while the

percentage of equity in the Company's capital structure would decrease to less than 35 percent. Staff

indicates that these ratios would not be comparable to those of healthy, publicly-traded water utilities.

Moreover, Staff believes that if the entire $180.0 million of debt is issued without any additional

equity infusion, Arizona-American's coverage ratios may not reach 1.0. This capital structure is

likely to result in a higher cost of equity as a result of the additional financial risk associated with

repayment of interest, thereby requiring a higher return on equity.

Staff" s concerns about the capital structure that may result from the issuance of additional

10 debt in correction with acquiring Citizens' assets are legitimate. However. in its application,

1 1

12

13

14

15

16

Arizona-American has stated that it intends to achieve and maintain a capital structure containing

between 60 percent and 55 percent debt and between 40 percent and 45 percent equity following the

acquisition. In accordance with Arizona-American's application and the recommendations of Staff,

this Decision will require Arizona-American to increase its equity by at least $0.69 for each dollar of

acquisition debt issued by Arizona-American to ensure that Arizona-American's capital structure

remains reasonably balanced.

17 Additional Staff Recommendations

18 In the Staff Report, the Staff recommends approval of a total of $180.0 million of new debt

19 for the purpose of financing the acquisition of Citizens' assets. Based on Arizona-American's

20

21

22

23

24

application, the Company intends to borrow up to $180.0 million on a short-term basis in order to

complete the acquisition, and to refinance and replace this short-term debt with long-term debt within

12 months from the closing. Therefore, Arizona-American is seeking authority to borrow a total o f

$180.0 million (exclusive of the financing relating to assumption of Citizens' IDRBs), and our

approval is accordingly limited to that total amount of debt,

25 Staff also recommends that Arizona-Amw 'an perform an analysis that shows the savings

26

27

28

resulting from having Capital Corp. provide financing compared to Arizona-American procuring

financing from a non-affiliate. This analysis would be filed at the time of Arizona-Arnerican's next

rate case. Because Capital Corp. is an affiliate of Arizona American, and because of the magnitude

yS/h/phil/finance/az-americar 6 Decision No. 64002
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l of the debt financing and its potential impact on Arizona-American's cost of capital, we concur with

2 this recommendation.

3

4

5 We also concur with this

6

Finally, Staff recommends that any matching loans made by Capital Corp. to Arizona-

American relating to the assumption of Citizens' IDRBs carry terms that are no less favorable to

Capital Corp. than those presently associated with the IDRBs.

recommendation.

7

8

9

10

11

12

Based on the above, Staff believes that approval of the application will be compatible with the public

interest, with sound financial practices, and with the proper performance by Arizona-American of

service as a public service corporation and will not impair its ability to perform that service. We

concur with Staff, and believe that it is appropriate to approve Arizona-American's application

without a hearing, subject to the conditions indicated above.

* * * * * * * * * *

13 Having considered the entire record herein and being fully advised in the premises, the

14 Commission finds, concludes, and orders that;

15 FINDINGS OF FACT

16 1.

17

18

19 2.

20

21

Arizona-American is an Arizona corporation that provides water utility service to l

approximately 4,700 customers in portions of the Town of Paradise Valley, the City of Scottsdale and l

other unincorporated areas within Maricopa County, Arizona.

On November 15, 2000, Arizona-American filed an application with the Commission

requesting authority to issue short-term and long-term debt in an aggregate principal amount not to

exceed $180.0 million and to assume certain IDRBs in connection with financing the acquisition of

22

23

Citizens' Arizona water and wastewater utility plant and assets.

On December 29, 2000, Arizona-American filed an Affidavit of Publication indicating3.

24 compliance with the Commission's notice requirements.

44 .J 4.

r

. u 5 .

:27

28

(fn May 25, 2001, Staff filed its Report on Arizona-American's application.

'i lie parent of Arizona-American, AWW, is the largest privately-owned water utility

system in the United States, providing water, wastewater and other water resource management

services to approximately 3 million customers in 23 states.

S/h/phil/finance/az-american 7 Decision No. 64002
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1 6. The short-term and long-term debt that will be issued b" Arizona-American will be

2 used for the sole purpose of financing the acquisition of Citizens  ̀assets.

Citizens and Arizona-American received authorization from the Commission for the3 7.

4 transfer of Citizens' water and wastewater assets and Citizens' Certificates of Convenience and

5 Necessity to Arizona-American in Decision No. 63584.

8.6

7

8

9 9.

11 10.

The purchase price to be paid by Arizona-American to Citizens is $23l,310,000,

subject to adjustment at closing to reflect changes in Citizens` net assets occurring after June 0,

1999. The purchase price includes the assumption of IDRBs in the amount of$l0,635,000.

The debt financing will be provided to Arizona-American by Capital Corp., which

10 serves as the primary funding vehicle for all of AWW's utility subsidiaries.

Capital Corp. carries strong corporate credit ratings from Standard and Poorls and

12 Moody's rating services of A- and Baal, respectively.

l l. Initially, Arizona-American will borrow up to $180.0 million from Capital Corp. on a

14 short-term basis. This debt will be unsecured and is expected to have an interest rate no greater than

13

15 50 basis points over the LIBOR.

12.16

17

18

19

Within 12 months of the date of the transfer of the assets, Arizona-American will

refinance and replace the short-term debt with long-term debt issued through Capital Corp., which is

expected to have an interest rate no greater than 250 basis points over U.S. Treasury bonds of similar

maturities.

20 Capital Corp. will initially act as the assuming entity with respect to Citizens' IDRBs.

21 Capital Corp. will enter into a matching loan, containing terms identical to those of the IDRBs, with

13.

2° Arizona-American, at which time the debt will be reflected in Arizona-American's capital structure.

23 14.

24

25

Arizona-American currently has a capital structure consisting of approximately 53

percent debt and 47 percent common equity.

Arizona-American intends to achieve and maintain a capital structure containing15.

26 between 60 percent and 55 percent debt and between 40 percent and 45 percent equity following its

27 acquisition of Citizens' assets.

28 16. Staffs analysis of the effect of the proposed financing indicates that Arizona-

S/h/phil/finance/az-american 8 Decision No. 64002
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1 American would have a TIER ranging from 1.05 to 0,83 and a DSC ranging from 1.62 to 1.21,

2 depending on the amount of debt actually issued and future raternaking treatment of the acquisition

3 premium that will be paid for Citizens' assets.

4 17.

5

6

7 18,

8

9

10

11 19.

12

13

14

Staff recommends that Arizona-American be required to increase its equity by at least

$0.69 for each dollar of acquisition debt issued by Arizona-American to ensure that Arizona-

Arnerican's capital structure remains reasonably balanced and its coverage ratios remain acceptable.

Staff also recommends that this Decision approve a total of up to $180.0 million of

new debt for the purpose of financing the purchase of Citizens' assets to ensure that there is no

possibility that Arizona-American would issue combined long- and short-term debt exceeding that

amount. In its application, Arizona-American has indicated that it understands this limitation.

Staff also recommends that Arizona-American be required to perform an analysis that

shows the savings resulting from having Capital Corp. provide financing compared to Arizona-

American procuring financing from a non-affiliate. This analysis should be tiled at the time of

Arizona-American's next rate case.

15 20.

16

17

18 21.

20

Staff also recommends that the terms of any matching loan made by Capital Corp. to

Arizona-American relating to the assumption of Citizens' IDRBs carry terms that are no less

favorable to Capital Corp. than those presently associated with the IDRBs.

Subject to the foregoing conditions, Staff believes that the proposed financing is for

in lawful purposes, consistent with sound financial practices, and is in the public interest.

22. Staff recommends that the proposed financing be approved without a hearing .

21 CONCLUSIONS OF LAW

22 Arizona-American is a public service corporation within the meaning of Article XV of the

23 Arizona Constitution and A.R.S. §§ 40-281 and 40-282.

The Commission has jurisdiction over Arizona-American and the subject matter of24 2.

25 this application.

3.26 Notice of the application was given in accordance with the law.

The financing approved herein is for lawful purposes within Arizona-American's

28 corporate powers, is compatible with the public interest, with sound financial practices, and with the

27 4.

S/h/phiI/finance/az-american 9 Decision No. 64002
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1

2

3 5.

4

5

6

proper performance by Arizona-American of service as a public service corporation. and will not

impair Arizona-American's ability to perform that service.

The financing approved herein is for the purposes stated in the application and is

reasonably necessary for those purposes, and such purposes are not, wholly or in part, reasonably

chargeable to operating expenses or to income.

Staffs recommendations in Findings of Fact Nos. 17 through 20 are reasonable and6.

7 should be adopted.

8 ORDER

9

10

11

12

13

14

15

16

17

18

19

20

21

22

IT IS THEREFORE ORDERED that the application of Arizona-American Water

Company for authority to issue promissory notes and other evidence of indebtedness in a total

aggregate principal amount not to exceed $180.0 million, exclusive of the financing relating to the

assumption of Citizens' lDRBs, on the terms and conditions set forth hereinabove shall be and the

same is hereby approved.

IT IS FURTHER ORDERED that Arizona-American Water Company shall secure long-term

debt financing within 12 months of obtaining the short-term debt. The long~term debt shall be used

to repay the principal and interest owed under the short-term financing, and at such time the

authorization for the short term financing contained in this Order shall terminate.

IT IS FURTHER ORDERED that Arizona-American Water Company's request to incur

additional long-term indebtedness, and to issue a promissory note payable to American Water Capital

Corp. in consideration for American Water Capital Corp.'s assumption of Citizens Communications

Company's industrial development revenue bonds totaling 310.635,000 on terms that are no less

favorable than the terms of  the revenue bonds being assumed, shal l  be and the same is hereby

23 approved.

24

25

26

27

28

IT IS FURTHER ORDERED that Arizona-American Water Company is hereby authorized to

issue and deliver promissory notes and other instruments evidencing said short-term and long~term

indebtedness consistent with the foregoing approvals and to execute and deliver any additional

documents necessary to effectuate the authorization granted hereinabove.

IT IS FURTHER ORDERED that Arizona-American be required to increase its equity by at

S/h/phil/finance/az-american 10 Decis ion No. 64002
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1

2

q
J

least $0.69 for each dollar of acquisition debt issued by Arizona-American to ensure that Arizona-

American`s capital structure remains reasonably balanced and its coverage ratios remain acceptable.

IT IS FURTHER ORDERED that Arizona-American shall comply with Staffs

5

6

7

8

9

10

11

12

13

4 recommendations as set forth in Findings of Fact Nos. 17 through 20.

IT IS FURTHER ORDERED that the authorization granted hereinabove is expressly

contingent upon Arizona-American Water Company's use of the proceeds for the purposes set forth

in its application.

IT IS FURTHER ORDERED that approval of the financing set forth above does not

constitute or imply approval or disapproval by the Commission of any particular expenditure of the

proceeds derived for purposes of establishing just and reasonable rates.

IT IS FURTHER ORDERED that Arizona-American Water Company shall file copies of all

executed financing documents setting forth the terms and conditions of the financing with the

Compliance Section of the Commission's Utilities Division within 30 days of execution of said

14 documents.

15

16

17

18

19

20

21

22

23

24

25

26

27

28

11 DECISIONNO. 64002
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1

2

W
"comMiss1onT8R

I

COMMISSIONER

WHEREOF_ I, BRIAN C. McNEIL, Executive

hereunto set my hand and caused the official seal of the

,L"I

4/7
z

IN WITNESS
Secretary of the Arizona Corporation Commission, have

Corr mis 'on to b fixed at the Capitol, in the City of Phoenix,
this ' "day 2969?

IAN
XEC

C. crEw
U VE SE

ZL /ETARY

IT IS FURTHER ORDERED that Arizona-American Water Company shall perform an

analysis that shows the savings resulting from having American Water Capital Corp, provide the new

3 debt financing, as provided hereinabove, as compared to obtaining financing from a non-affiliated

4 lender, and shall file such analysis in conjunction with Arizona-American Water Company's next

5 general rate proceeding.

6 IT IS FURTHER ORDERED that this Decision shall become effective immediately.

7 BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

8

9

10 CHAIRMAN

13

14

15

16

17

18

19

20

21

22

23 \

24

25

26

27

28

DISSENT
PJD:dap
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1 SERVICE LIST FOR:

2 DOCKET NO.:

ARIZONA-AMERICAN WATER COMPANY

W-1303A-00-0929

3

4

5

Norman D. James
FENNEMORE CRAIG
3003 N. Central Avenue, Suite 2600
Phoenix, Arizona 85012-2913
Attorneys for Arizona-American Water Company

6

7

8

9

10

Christopher C. Keeley, Chief Counsel
Legal Division
ARIZONA CORPORATION COMMISSION
1200 West Washington
Phoenix, AZ 85007

l l

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

Steve Oleo, Acting Director
Utilities Division
ARIZONA CORPORATION COMMISSION
1200 West Washington
Phoenix, AZ 85007
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ARIZONA-AMERICAN WATER COMPANY

CURRENT AND PROJECTED RETURNS
ON EQUITY FOR WATER UTILITIES

Current
ROE

Projected
2003

Projected
2004

2004-
2008Company

American States

Cal. Water Services

8.2%

7.2%

8.0%

8.0%

9.5%

9.0%

10.5%

10.5%

Connecticut Water 11.4%

Middlesex Water 9.6%

Philadelphia
Suburban 12.0% 13.0% 14.5%

SJW Corporation

16.0%

9.7%

Average 10.4% 9.3% 10.5% 11.8%

Source: Current returns on equity reported in C.A. Turner Utility Reports (November 2003).
Proj ected returns on equity reported in Value Line (Oct. 31 , 2003).

1494481.1

EXHIBIT
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ARIZONA-AMERICAN WATER COMPANY

CURRENT AND PROJECTED RETURNS
ON EQUITY FOR NATURAL GAS UTILITIES

Company
Current
ROE

Projected
2003

Projected
2004

2004-
2008

AGL Resources 14.6%

9.4%

13.5%

10.5%

13.0%

10.5%

11.5%

Athos Energy 14.0%

11.1% 11.5% 11.0%Laclede Group

Northwest Natural

Peoples Energy

Piedmont Natural

8.5%

12.3%

9.0%

12.0%

9.0%

11.0%

11.5%

10.5%

10.0%

11.5%

WGL Holdings

10.7%

13.0%

10.5%

12.0% 10.5%

13.0%

11.5%

Average 11.4% 11.3% 10.9% 11.7%

Source: Current returns on equity reported in C.A. Turner Utility Reports (November 2003).
Projected returns on equity reported in Value Line (Sept. 19, 2003), reproduced as Exhibit
TZ-3, pages 8-16, attached to the Rebuttal Testimony of Thomas M. Zepp.
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ARIZONA-AMERICAN WATER COMPANY

COMPARISON OF KEY FINANCIAL DATA FOR PUBLICLY TRADED
WATER UTILITIES

Philadelphia
Suburban

SJW Corp. Middlesex Water

Current Return on
Equity

16.0% 9.7% 9.6%

2004 Return on
Equity

13.0%

Operating Revenue $418.1 million $145.0 million $63.1 million

Net Plant $1,377.3 million $286.3 million $198.1 million

Bond Rating AA NR A+/A2

States With
Cperations

15 1 1

Equity Percentage 43% 56% 41%

Value Line Beta 0.70 0.50 0.55

Raw Beta 0.52 0.22 0.30

Shares Outstanding 87 million 3 million 8 million

Source: Data from Value Line (Oct. 31, 2003) (Ex. A-83), C.A. Tuner Reports
(Nov. 2003) (Ex. A-82) and Schedule JMR- 5.s

1494839.1/73244.034 EXHIBIT

'l o o



x »

ll
EXHIBIT

A is I UI
*>-~

4f
I.K
'~.

. I
;

Arizona American
ACC Staff Rebuttal Returns
(Source: DWC-1 )

District
Sun City Water

RCND
Required Rate of Return
Revenue Requirement
Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

3.20%
1,411,735

627,195
43,955,934
13,133,941
30,821,993

2.55%

OCRB
6.50%

1,411 ,735
627,195

21,853,479
13,133,941
8,719,538

9.00%

FVRB
4.20%

1.411,735
627,195

32,904,707
13,133,941
19,770,766

3.97%

Sun City Wastewater Required Rate of Return
Revenue Requirement
Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

3.30%
562,884
250,074

17,199,992
5,236,743

1 1 ,963,249
2.61%

6.50%
562,884
250,074

8,713,382
5,236,743
3,476,639

9.00%

4.30%
562,884
250,074

12,956,687
5,236,743
7,719,944

4.05%

Sun City West Water Required Rate of Return
Revenue Requirement
interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

5.00%
773,345
343,576

15,314,756
7,194,740
8,120,016

5.29%

6.50%
773,345
343,576

1 1 ,971 ,281
7,194,740
4,776,541

9.00%

5.70%
773,345
343,576

13,643,01 g
7,194,740
6,448,279

6.66%2:

\

Sun City West Wastewater Required Rate of Return
Revenue Requirement
Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

4.70%
575,975
255,890

12.222,469
5,358,526
6,863,943

4.66%

8.50%
575,975
255,890

8,916,017
5,358,526
3,557,491

9.00%

5.40%
575,975
255,890

10,569,243
5,358,526
5,210,717

6.14%

Agua Fria Required Rate of Return
Revenue Requirement
Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

5.90%
1.076,571

478,291
18,283,746
10,015,774

8,267,972
7.24%

6.50%
1,076,571

478,291
16,665,1 82
10,015,774

6,649,408
9.00%

6.20%
1.076,571

478,291
17,474,464
10,015,774

7,458,690
8.02%

Anthem Water Required Rate of Return
Revenue Requirement
Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

6.20%
598,784
266,023

9,629,285
5,570,726
4,058,559

8.20%

6.50%
598,784
266,023

9,269,095
5,570,726
3,698,369

9.00%

6.30%
598,784
266,023

9,449,190
5,570,726
3,878,464

8.58%

Anthem Wastewater Required Rate of Return
Revenue Requirement

6.30%
176,479

6.50%
176,479

6.40%
176,479
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Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

78,405
2,790,224
1,641 ,853
1 ,148,371

8.54%

78,405
2,731,868
1,641,853
1,090,015

9.00%

78,405
2,761,046
1,641,853
1,119,193

8.76%

Tubac Water Required Rate of Return
Revenue Requirement
Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

4.20%
72,847
32,364

1 ,734,47.8
677,724

1 ,056,754
3.83%

6.50%
72,847
32,364

1,127,661
677,724
449,937

9.00%

5.10%
72,847
32,364

1 ,431,070
677,724
753,346

5.37%

Havasu Water Required Rate of Return
Revenue Requirement
Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

4.60%
53,109
23,595

1,142,665
494,092
648,573

4.55%

6.50%
53,109
23,595

822,1 17
494,092
328,025

9.00%

5.40%
53,109
23,595

982,391
494,092
488,299

6.04%

Mohave Water Required Rate of Return
Revenue Requirement
Interest Expense
Rate Base

0.601 Debt Rate Base
Equity Rate Base
Equity Return

4.70%
618,688
274,866

13,216,710
5,755,910
7,460,800

4.61%

6.50%
618,688
274,866

9.577.221
5,755,910
3,821,31 1

9.0o°/.

5.40%
618,688
274,866

1 1,396,966
5,755,910
5,641,056

5.09%
l
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ARIZONA-AMERICAN WATER COMPANY

CHRONOLOGIES OF KEY EVENTS

PRIOR CITIZENS DECISIONS

Sun City Water and Wastewater, Sun City West Water and Wastewater, Agua Fria Water
and Tubac Water

Test Year:

Decision:

April 1, 1994 .- March 31, 1995

Decision No. 60172 (May 7,1997)

Mohave Water

Test Year:

Decision:

April 1, 1987 .- March 31, 1988

Decision No. 56806 (Feb. 1, 1990)

Havasu Water

Test Year: January 1, 1990 - December 31, 1990

Decision No. 57743 (Feb. 21, 1992)

Anthem Water and Anthem/Agua Fila Wastewater

Decision:

No previous rate cases.

CC&N: Decision No. 60975 (June 19, 1998)

Initial rates were agreed to by Citizens, Staff and RUCO.

Citizens was ordered to file a rate application utilizing a Test Year of 2003, or
within six months of the time when 3,500 ERUs are being served. (That level of
ERUs was reached in early 2002. See Schedule H-2 for Anthem Water (Ex. A-
12), showing number of customers at December 31, 2001 .)

CITIZENS ACQUISITIGN

October 15, 1999 - Citizens Communications, Arizona-American and American
Water Works entered into asset purchase agreement.

March 24, 2000 - Citizens Communications and Arizona-American filed a joint
application for approval of the transfer of assets and Citizens' CC&Ns.

ll
EX1-lIBIT

A-ID'1. I



In

1

September 27, 2000 - healing on application.

November 15, 2000 - Arizona-American Water filed an application for authority
to issue debt in an aggregate principal amount not to exceed $180 million in
connection with purchasing Citizens' assets. (No hearing.)

April 24, 2001 Decision No. 63584 docketed, approving transfer.

August 30, 2001 - Decision No. 64002 docketed, authorizing Arizona~A1nerican
Water to borrow up to $180 million and to assume certain IDRBs.

January 15, 2002 -

AMERICAN WATER WORKS/RWE TRANSACTION

Citizens' acquisition closed.

September 16, 2001 -- American Water Works ("AWW"), RWE and Thames
Water enter into Agreement and Plan of Merger.

December 17, 2001 -- Arizona-American filed its application for a waiver of the
Affi l iated Interests Rules or, in the alternative, for an order declaring die
A /RWE transaction is not subject to the Rules.

July, 2002 .-- meeting between Staff and An'zona-American, partial settlement
reached on certain conditions recommended by Staff

August 8, 2002 .-- hearing on Arizona-American's application.

December 12, 2002 .-- Decision No. 65453 docketed, approving AWW/RWE
transaction subject to 15 conditions, including a condition prohibiting Arizona-
American from filing any non-emergency rate increase requests for three years
from the closing date of the transaction.

January 10, 2003 -.. the transaction between A and RWE/Thames Water
closed, and the outstanding shares ofAWW's common stock were acquired.

PENDING RATE APPLICATIONS

November 22, 2002 - rate applications were filed by Arizona-American for nine
water and wastewater systems acquired from Citizens.

December 13, 2002 - rate application for the Tubae Water District filed.

1493405.1

2



WITNESS DOCUMENT EXHIBIT
Thomas J. Bourassa Direct Testimony Sun City Water and

Wastewater Districts
A-1

Direct Testimony Sun City West Water
and Wastewater Districts

A-2

Direct Testimony Mohave and Havasu
Water Districts

A-3

Direct Testimony Agua Fria Water,
Anthem Water, and Anthem/Agua Fria
Wastewater Districts

A-4

Direct Testimony Tubac Water District A-5
Direct Testimony Schedules (Bourassa
and Kozo ran) Sun City Water District

A-6

Direct Testimony Schedules (Bourassa
and Kozo ran) Sun City Wastewater District

A-7

Direct Testimony Schedules (Bourassa
and Kozo ran) Sun city West Water District

A-8

Direct Testimony Schedules (Bourassa
and Kozo ran) Sun City West Wastewater
District

A-9

Direct Testimony Schedules (Bourassa
and Kozo ran) Mohave Water District

A-10

Direct Testimony Schedules (Bourassa
and Kozo ran) Havasu Water District

A-11

Direct Testimony Schedules (Bourassa
and Kozo ran) Anthem Water District

A-12

Direct Testimony Schedules (Bourassa
and Kozo ran) Agua Fria Water District

A-13

Direct Testimony Schedules (Bourassa
and Kozo ran) Anthem/Agua Fria
Wastewater District

A-14

Direct Testimony Schedules (Bourassa
and Kozo ran) Tubac Water District

A-15

Supplemental Direct Testimony Sun City
Water and Wastewater Districts

A-16

Supplemental Direct Testimony Sun City
West Water and Wastewater Districts

A-17

Supplemental Direct Testimony Mohave
and Havasu Water Districts

A-18

* am EXHIBIT
ARIZONA AMERICAN WATER COMPANY

RATE CASE
Hearing 12/04/03

Company's Exhibits Checklist

- -1



WITNESS DOCUMENT EXHIBIT
Thomas J. Bourassa
(cont.)

Supplemental Direct Testimony Agua Fria
Water, Anthem Water, and Anthem/Agua
Fria Wastewater Districts

A-19

Supplemental Direct Testimony Tubac
Water District

A-20

Rebutta Testimony Vol. #1 A-21
Rebuttal Exhibits A-22
Rebuttal Schedules A-23
Rejoinder Testimony Vol. #1 A-24

Blaine Akine Direct Testimony Sun City Water and
Wastewater Districts

A-25

Direct Testimony Sun City West Water
and Wastewater Districts

A-26

Direct Testimony Mohave and Havasu
Water Districts

A-27

Direct Testimony Agua Fria Water,
Anthem Water, and Anthem/Agua Fria
Wastewater Districts

A-28

Direct Testimony Tubac Water District A-29

Kent Turner Direct Testimony Sun City Water and
Wastewater Districts

A-30

Direct Testimony Sun City West Water
and Wastewater Districts

A-31

Direct Testimony Mohave and Havasu
Water Districts

A-32

Direct Testimony Agua Fria Water,
Anthem Water, and Anthem/Agua Fria
Wastewater Districts

A-33

Direct Testimony Tubac Water District A-34

Ray Jones Rejoinder Testimony Vol. #1 A-35

Frederick Schneider Robert Kuta Drect Testimony Sun City
Water and Wastewater Districts

A-36

Robert Kuta Direct Testimony Sun City
West Water and Wastewater Districts

A-37

g

*x x

ARIZONA AMERICAN WATER COMPANY
RATE CASE

Hearing 12/04/03
Company's Exhibits Checklist
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WITNESS DOCUMENT EXHIBIT
Frederick Schneider
(cont.)

Robert Kuta Direct Testimony Mohave
and Havasu Water Districts

A-38

Robert Kuta Direct Testimony Agua Fria
Water, Anthem Water, and Anthem/Agua
Fria Wastewater Districts

A-39

Robert Kuta Direct Testimony Tubac
Water District

A-40

Robert Kuta Supplemental Direct
Testimony Sun City Wastewater District

A-41

Schneider Rebuttal Testimony vol. #1 A-42
Schneider Rejoinder Testimony Vol. #1 A-43

Thomas Zepp Direct Testimony Sun City Water and
Wastewater Districts

A-44

Direct Testimony Sun City West Water
and Wastewater Districts

A-45

Direct Testimony Mohave and Havasu
Water Districts

A-46

Direct Testimony Agua Fria Water,
Anthem Water, and Anthem/Agua Fria
Wastewater Districts

A-47

Direct Testimony Tubac Water District A-48
Rebuttal Testimony Vol. #1 A-49
Rejoinder Testimony Vol. #2 A-50

William Stout Rebuttal Testimony Vol. #1 A-51

Ron Kozo ran Direct Testimony Sun City Water and
Wastewater Districts

A-52

Direct Testimony Sun city West Water
and Wastewater Districts

A-53

Direct Testimony Mohave and Havasu
Water Districts

A-54

Direct Testimony Agua Fria Water,
Anthem Water, and Anthem/Agua Fria
Wastewater Districts

A-55

Direct Testimony Tubac Water District A-56
Supplemental Direct Testimony Sun City
Water and Wastewater Districts

A-57

x

1

a n J I

1 4

ARIZONA AMERICAN WATER COMPANY
RATE CASE

Hearing 12/04/03
Company's Exhibits Checklist
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WITNESS DOCUMENT EXHIBIT
Ron Kozo ran (cont.) Supplemental Direct Testimony Sun City

West Water and Wastewater Districts
A-58

Supplemental Direct Testimony Mohave
and Havasu Water Districts

A-59

Supplemental Direct Testimony Agua Fria
Water, Anthem Water, and Anthem/Agua
Fria Wastewater Districts

A-60

Supplemental Direct Testimony Tubac
Water District

A-61

Rebuttal Testimony Vol. #2 A-62
Rejoinder Testimony Vol. #2 A-63

Dave Stephenson Direct Testimony Sun City Water and
Wastewater Districts

A-64

Direct Testimony Sun City West Water
and Wastewater Districts

A-65

Direct Testimony Mohave and Havasu
Water Districts

A-66

Direct Testimony Agua Fria Water,
Anthem Water, and Anthem/Agua Fria
Wastewater Districts

A-67

Direct Testimony Tubac Water District A-68
Supplemental Direct Testimony Sun City
Water and Wastewater Districts

A-69

Supplemental Direct Testimony Sun city
West Water and Wastewater Districts

A-70

Supplemental Direct Testimony Mohave
and Havasu Water Districts

A-71

Supplemental Direct Testimony Agua Fria
Water, Anthem Water, and Anthem/Agua
Fria Wastewater Districts

A-72

Supplemental Direct Testimony Tubae
Water District

A-73

Rebuttal Testimony Vol. #1 A-74
Rejoinder Testimony Vol. #1 A-75

,f

* Jo4. \4

r ARIZONA AMERICAN WATER COMPANY
RATE CASE

Hearing 12/04/03
Company's Exhibits Checklist

1485580/73244.034
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